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EXTENSION  OF  FAMILY  FARMER  BANKRUPTCY 

PROVISIONS 


WEDNESDAY,  MARCH  10,  1993 

HOUSK  OK  Rki'rkskntativks, 

SUUCOMMIITKK  ON  E(X)N()MI('  AND  COMMKIU^IAI,  LaW, 

COMMIITKK  ON  THK  JUDK^IAItY, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  notice,  at  11:11  a.m.,  in  room 
2141,  Ravburn  House  Office  Building,  Hon.  Jack  Brooks  (chairman 
of  the  subcommittee)  presiding. 

Present:  Representatives  Jack  Brooks,  Mike  Synar,  Robert  C. 
Scott,  Melvin  L.  Watt,  Hamilton  Fish,  Jr.,  Elton  Gallogly,  Charles 
T.  Canady,  and  Bob  Goodlatte. 

Subcommittee  staff  present:  Perry  Apclbaum,  assistant  counsel; 
Carrie  Bedwell,  assistant  counsel;  Catherine  S.  Cash,  research  as 
sistant;  and  Deloris  L.  Cole,  ofTice  manager;  full  committee  staff 
present:   Jonathan    R.    Yarowsky,   general    counsel;   and    Peter   J. 
Levinson,  minority  counsel. 

OPENING  STATEMENT  OF  CHAIRMAN  IIROOKS 

Mr.  Brooks.  The  subcommittee  will  come  to  order. 

The  committee's  other  item  of  interest  this  morning  is  H.R.  416, 
to  extend  chapter  12  of  title  11  of  the  United  States  Code  for  an 
additional  5  years.  Chapter  12,  scheduled  to  sunset  October  1  of 
this  year,  allows  farmers  to  reduce  the  amount  of  their  secured 
debt  to  the  credit  value  of  the  collateral  while  continuing  in  control 
of  their  farms.  In  exchange,  the  farmers  are  reouired  to  commit  all 
of  their  disposable  income  to  repaying  their  creaitors  during  a  debt 
adjustment  period. 

I  commend  the  gentleman  from  Oklahoma,  Mr.  Synar,  who  has 
been  the  driving  force  to  make  sure  that  this  important  chapter  of 
the  bankruptcy  laws  continues  to  function  efTicicntly  and  fairly. 

IThebill,  H.R.  416,  followsil 


(1) 


103d  congress 
1st  Session 


H.R.416 


To  extend  the  period  during  which  chapter  12  of  title  11  of  the  United 
States  Code  remains  in  effect;  and  for  other  purposes. 


IN  THE  HOUSE  OF  REPRESENTATIVES 

January  5,  1993 

Mr.  S'i'NAR  (for  himself  and  Mr.  GraKDY)  introduced  the  following  bill;  which 
was  referred  to  the  Committee  on  the  Judiciary 


A  BILL 

To  extend  the  period  during  which  chapter  12  of  title  11 
of  the  United  States  Code  remains  in  effect;  and  for 
other  purposes. 

1  Be  it  enacted  by  the  Senate  and  House  of  Representa- 

2  tives  of  the  United  States  of  America  in  Congress  assembled, 

3  SECTION  1.  EXTENSION  OF  TIME  PERIOD. 

4  The  first  sentence  of  section  302(f)   of  the  Bank- 

5  ruptcy  Judges,  United  States  Trustees,  and  Family  Farm- 

6  er  Bankruptcy  Act  of  1986   (Public  Law  99-554;    100 

7  Stat.  3124)  is  amended  by  striking  "1993"  and  inserting 

8  "1998". 


2 

1  SEC.  2.  FILING  OF  PLAN. 

2  Section    1221    of  title    11,    United   States   Code,   is 

3  amended  by  striking  "an  extension  is  sul)stantially  justi- 

4  fied"  and  inserting  "the  need  for  an  extension  is  attrib- 

5  utable  to  circumstances  for  which  the  debtor  should  not 

6  justly  be  held  accountable". 

o 


•HR  416  IH 


Mr.  Brooks.  We  look  forward  to  hearing  testimony  from  two  dis- 
tinguished witnesses  regarding  the  operation  of  chapter  12.  We  do 
have  both  witnesses  here,  Mr.  Plagger 

Mr.  Pi>ACOK.  Yes. 

Mr.  Brooks.  This  morning,  we  will  ask  the  witnesses  to  appear 
jointly.  I  do  not  have  an  opening  statement  except  for  that  that  I 
have  made. 

Mr.  Fish,  do  you  have  an  opening  statement? 

Mr.  Fish.  Just  very  brief,  Mr.  Chairman. 

I  also  am  pleased  to  welcome  our  witnesses  to  this  hearing  on 
legislation  to  extend  the  sunset  on  chapter  12  of  the  Bankruptcy 
Code.  Today  we  will  be  receiving  testimony  from  an  attorney  expe- 
rienced in  family  farmer  cases  and  a  banker  knowledgeable  about 
agricultural  lending  practices. 

In  the  99th  Congress,  I  had  the  opportunity  to  participate  ac- 
tively in  the  congressional  effort  to  enact  Bankruptcy  Code  relief 
for  family  farmers  facing  fmancial  distress.  The  new  chapter  12 
was  designed  to  provide  a  flexible  mechanism  for  family  farmers  to 
keep  their  farms  and  contribute  a  portion  of  future  income  to  the 
payment  of  obligations.  By  making  bankruptcy  law  more  respon- 
sive to  the  plight  of  family  farmers,  we  hoped  to  help  farm  commu- 
nities around  the  country. 

Our  hearing  today,  together  with  the  record  of  a  similar  hearing 
last  year,  gives  the  subcommittee  an  opportunity  to  assess  how  the 
family  farmer  bankruptcy  chapter  is  working.  In  that  connection, 
I  ask  the  witnesses  to  ^we  us  their  suggestions  for  possible  amend- 
ments to  chapter  12,  including  comments  on  H.R.  416's  proposed 
change  in  Bankruptcy  Code  section  1221.  This  will  assist  us  great- 

ly- 

Thank  you,  Mr.  Chairman. 

Mr.  Brooks.  Thank  you  very  much. 

Mr.  Scott,  any  questions,  any  comments  at  this  point,  opening 
statements? 

This  morning,  I  am  asking  the  witnesses  to  appear  jointly.  To 
save  time  I  would  ask  both  of  you  to  limit  your  statement  to  5  min- 
utes. When  you  have  completed  your  statements,  the  committee 
will  address  questions  to  both  of  you.  Prepared  statements  will  be 
made  a  part  of  the  record,  the  complete  statement. 

Our  first  witness  is  Charles  Underwood,  an  attorney  from  Okla- 
homa City,  OK. 

Mr.  Undkrwooi).  I  am  Charles  Underwood,  Your  Honor. 

Mr.  Brooks.  Sit  down  and  relax,  you  don't  have  to  be  sworn.  We 
have  absolute  faith  in  you. 

Mr.  ScoiT.  Mr.  Chairman,  did  Representative  Synar  have  an  op- 
portunity to  speak? 

Mr.  Brooks.  He  did,  but  he  did  not  exercise  that. 

I  Mr.  Synar's  statement  follows:! 
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QPEMINQ  BTATEMEWT  BY  CQNQRE88MAW  MIKE  BYWAR  (D-OK) 
BBrORE  THE  BnBCQMMITTEB  QM  ECONOMIC  AMD  COMMERCIAL  LAW 
HEARINq  QM  H.R.  41t.  LEQIBLATION  TO  EXTEND  CHAPTER  12 
or  THE  n.B.  BANKRDPTCY  CODE 

Good  morning  Mr.  Chainnan  and  thank  you  for  convening 
today's  hearing  on  H.R.  416.   This  bill  axtends  Chapter  12  of  the 
Bankruptcy  Code  for  five  years,  thereby  guaranteeing  that 
farmers  continue  to  receive  Chapter  12 's  protections  for  the 
forseeable  future.   Since  its  inception  in  1986,  Chapter  12's 
great  success  is  that  it  has  prevented  us  from  callously  throwing 
generations  of  family  farmers  off  the  land  without  first  allowing 
them  the  opportunity  to  reorganize  and  reestablish  themselves  as 
viable  components  of  our  nation's  agricultural  community. 

When  we  originally  enacted  Chapter  12,  the  country  was  in 
the  midst  of  a  great  farm  crisis.   Family  farms  were  being 
foreclosed  at  an  alarming  rate  and  farm  values  plummeted  as 
properties  flooded  the  market.   Huge  losses  were  incurred  by 
agricultural  lenders  as  they  were  forced  to  sell  farm  collateral 
in  extraordinarily  depressed  markets.   Worst  of  all,  farmers 
could  find  no  relief  in  the  bankruptcy  code.   At  the  time 
Chapters  11  and  13  were  the  only  possible  havens,  and  both  were 
unavailable  to  the  farmer.   Farmers  could  not  meet  the  adequate 
protection  requirements  of  11  and  13's  low  debt  limits  were 
prohibitive.   Fortunately,  Congress  recognized  this  problem  and 
enacted  Chapter  12.   The  new  chapter  allowed  family  farmers  to 
keep  their  farms,  reorganize  their  affairs  and  set  up  a 
reasonable  payment  plan  for  creditors  out  of  future  income. 

Today  we  consider  the  extension  of  12  and  critics  argue 
that  there  is  no  need  for  Chapter  12  because  the  farm  crisis  has 
ended.   I  disagree.   There  will  always  be  bad  weather,  crop 
disease,  harmful  pests,  wavering  prices  and  rotten  luck  to  cause 
farm  bankruptcies.   Moreover,  the  peculiarities  of  farming  that 
precluded  farmers  in  1986  from  seeking  relief  under  Chapters  11 
and  13  still  exist  today.   Consequently,  it  is  critical  that  we 
act  quickly  to  extend  Chapter  12.   Without  this  section,  there  is 
no  recourse  in  the  Code  for  farmers  faced  with  losing  their  farm, 
their  work  and  their  way  of  life. 


Mr.  Brooks.  The  next  witness  will  be  Jeff  Plagge,  he  is  the  exec- 
utive vice  president  for  the  First  State  Bank  in  Webster  City,  lA, 
and  we  welcome  you  both,  and  we  would  start  with  you,  Mr. 
Underwood. 

STATEMENT  OF  CHARLES  UNDERWOOD,  ATTORNEY,  OKLAHOMA 

CITY,  OK 

Mr.  Underwood.  Sir,  I  have  a  very  short  statement.  I  want  to 
say  that  chapter  12  has  been  an  extraordinary  tool  in  reorganizing 
the  family  farmer.  It  has  given  us  the  ability  to  write  the  debt 
down  to  current  market  values.  There  are  several  things  that  I  feel, 
and  some  of  my  other  practicing  attorneys  and  the  local  judges  feel, 
should  be  done  to  chapter  12,  out  I  think  extending  it  is  extraor- 
dinarily important  in  that  it  gives  us  the  ability  to  work  with  these 
people  and  Keep  them  on  the  farm. 

I  apologize  to  you  all  for  not  having  a  prepared  written  state- 
ment. I  was  in  trial  all  last  week,  didn't  realize  I  was  coming  out 
to  testify  until  Friday  or  thereabouts,  but  I  will  be  happy  to  answer 
any  questions  you  all  may  have  dealing  with  what  actually  hap- 
pens in  chapter  12's,  and  different  factual  scenarios. 

I  am  told  that  I  had  a  majority  of  the  chapter  12's  in  the  State 
of  Oklahoma  in  the  past  few  years.  That  I  don't  know  because  I 
just  go  from  one  case  to  another  and  just  try  and  get  them  done. 
The  chapter  12  has  been  an  exceptional  tool  in  dealing  with  the  re- 
organization of  the  family  farmer,  and  it  can't  be  done  in  11  and 
it  can't  be  done  in  13. 

Other  than  that,  I  have  nothing,  other  than  to  answer  your  ques- 
tions, sir, 

Mr.  Brooks.  Mr.  Plagge. 

STATEMENT  OF  JEFF  PLAGGE,  EXECUTIVE  VICE  PRESIDENT, 
FIRST  STATE  BANK  OF  WEBSTER  CITY,  lA,  ON  BEHALF  OF  THE 
AMERICAN  BANKERS  ASSOCIATION 

Mr.  Plagge.  Thank  you. 

Mr.  Chairman  and  members  of  the  subcommittee,  I  am  Jeff 
Plagge,  executive  vice  president  of  the  First  State  Bank  in  Webster 
City,  and  also  I  am  currently  the  vice  chairman  of  the  ABA  Agri- 
cultural Bankers  Executive  Committee.  ABA  represents  approxi- 
mately 90  percent  of  the  industry's  total  assets,  approximately  75 
percent  of  our  members  are  community  banks  with  assets  of  less 
than  $100  million. 

Because  of  time  considerations  today,  I  will  summarize  my  testi- 
mony that  we  gave  you  in  written  form.  Mr.  Chairman,  the  ABA 
wishes  to  first  commend  this  committee  for  holding  a  hearing  on 
H.R.  416,  which  extends  chapter  12  for  5  additional  years.  Because 
it  is  important  for  rural  communities,  this  relatively  new  bank- 
ruptcy title  needs  to  be  examined  carefully. 

We  particularly  appreciate  this  hearing  because  ABA  cannot  sup- 
port a  simple  extension  of  chapter  12.  We  believe  that  this  law  has 
not  served  rural  communities  well,  and  has  adversely  affected  the 
availability  of  credit  in  those  communities. 

At  the  same  time,  however,  the  ABA  also  wishes  to  commend  the 
efforts  of  Congressman  Synar,  who  has  been  willing  to  address  the 
procedural  delay  problems  faced  by  lenders  under  the  current  chap- 


ter  12  rules.  The  changes  are  reflected  in  H.R.  416,  which  the 
banking  community  beHeves  is  an  important  first  step  toward  cor- 
recting the  current  inequities  under  chapter  12. 

In  1986,  chapter  12  of  the  Bankruptcy  Code  was  established  to 
provide  a  simplified  and  expedited  form  of  reorganization  for  debt- 
ors that  qualify  as  family  farmers.  It  was  intended  to  provide  tem- 
porary relief  to  family  farmers  and  to  provide  a  fast  procedure  for 
prompt  reorganization.  Unfortunately,  the  expedited  procedure 
process  has  not  worked  well  in  rural  America. 

Farmers  choosing  bankruptcy  under  chapter  12  have  frequently 
delayed  the  process  for  filing  suitable  reorganization  plans,  because 
creditors  are  precluded  from  filing  their  own  proposed  plan  when 
the  delays  occur,  as  they  can  under  chapter  11  proceedings.  Chap- 
ter 12  cases  are  often  delayed  years  before  an  approved  plan  is  in 
place.  For  this  reason,  ABA  is  encouraged  by  section  2  of  H.R.  416, 
which  seeks  to  clarify  the  extent  to  which  chapter  12  filings  can  be 
extended. 

Unfortunately,  the  constant  delays  are  not  the  only  problem  with 
the  current  law.  For  instance,  because  the  creditors  are  precluded 
from  exercising  many  of  the  rights  established  under  chapter  11, 
such  as  shared  appreciation  and  lost  opportunity,  the  availability 
of  credit  for  beginning  and  undercapitalized  farmers  remains  ad- 
versely affected.  Clearly  this  was  not  the  original  intent  of  chapter 
12. 

Furthermore,  currently  under  chapter  12,  bankers  and  individual 
creditors  are  forced  again,  without  a  vote  provided  under  chapter 
11,  to  cramdown  to  current  market  values  the  value  of  the  secured 
loan.  While  cramdown  does  exist  under  chapter  11,  the  option  for 
creditors  to  elect  shared  appreciation  also  exists,  allowing  bankers 
to  recover  some  of  those  losses. 

Conversely  under  chapter  12,  the  banker  cannot  recoup  any- 
thing. As  the  market  value  for  agricultural  land  tumbled  through 
the  1980's,  bankers  and  other  creditors,  and  individuals  who  had 
extended  credit  to  those  who  filed  bankruptcy,  suffered  large  and 
irrevocable  losses.  While  the  value  of  the  land  has  rebounded  in  re- 
cent years,  and  while  many  farms  and  ranchers  have  returned  to 
profitability,  those  creditors  have  been  precluded  from  sharing  in 
the  appreciation  of  those  assets. 

Bankers  are  not  alone  in  expressing  the  unfairness  of  this  situa- 
tion. Last  June  before  this  subcommittee,  Richard  Bohanon,  the 
Chief  Judge  of  the  U.S.  Bankruptcy  Court  for  the  Western  District 
of  Oklahoma,  suggested  that  some  form  of  shared  appreciation 
would  improve  the  chapter  12  statute,  citing  similar  provisions  cur- 
rently utilized  in  chapter  11. 

The  ABA  is  in  total  agreement  with  Judge  Bohanon's  assertions 
concerning  the  fairness  of  shared  appreciation.  The  inability  of  the 
creditors  to  share  in  the  appreciation  of  these  assets  results  in  di- 
rect loss  of  funds  for  capital  availability  for  borrowers  in  rural 
America. 

As  a  result,  we  recommend  that  chapter  12  be  further  amended 
to  allow  creditors  to  share  in  an  appreciated  value  of  an  asset  up 
to  the  original  amount  lost  during  bankruptcy.  Such  a  provision 
would  also  greatly  reduce  the  current  reluctance  of  lenders  to  pro- 
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vide  loans  to  financially  marginal  borrowers  due  to  the  fear  of  the 
losses  in  potential  chapter  12  bankruptcy  cases. 

Statistically,  findings  concerning  the  actual  impact  of  chapter  12 
filings  have  not  been  surprising  to  rural  lenders.  According  to  a 
September  1992  study  released  bv  USDA  Economic  Research  Serv- 
ice (ERS),  entitled  "Bankruptcy  Costs  Under  Chapter  12,"  the  aver- 
age total  bankruptcy  costs  under  chapter  12  at  the  time  of  bank- 
ruptcy are  between  90  and  100  percent  of  the  asset  value  of  the 
farm.  This  compares  to  between  54  and  60  percent  historically  for 
agricultural  bankruptcies  previously  filed  under  chapter  11.  Be- 
cause creditors  forced  into  chapter  12  bankruptcy  are  precluded 
from  recovering  any  of  these  losses  when  the  value  of  tne  assets 
appreciate,  one  can  readily  see  that  this  lack  of  shared  appreciation 
amounts  to  millions  of  dollars  no  longer  available  to  rural  borrow- 
ers. 

The  study  also  shows  the  impacted  cost  to  other  borrowers.  The 
ERS  study  concludes  that  the  increased  interest  cost  to  all  farm 
borrowers  as  a  result  of  chapter  12  is  between  a  quarter  and  1  per- 
cent on  all  farm  loans.  The  study  indicated  that  the  weaker  farm 
borrowers  also  pay  higher  rates  if  they  can  obtain  a  loan  at  all. 

Mr.  Chairman,  this  fact  is  important.  Chapter  12,  in  my  mind, 
hurts  those  borrowers  who  are  average  or  below  average  credits.  In 
my  experience,  loans  to  this  group  of  farmers  come  under  closer 
scrutiny  from  regulators  and  internal  processes  because  they 
present  a  much  greater  risk.  Chapter  12  places  the  risk  of  loss  cat- 
egory on  top  of  the  lender's  list  of  considerations  when  evaluating 
the  credit. 

I  would  attest  that  a  prudent  lender  frequently  will  make  the  de- 
cision not  to  make  the  loan  to  these  borrowers  given  the  apparent 
risk  associated  with  chapter  12.  Because  of  the  threat  of  chapter 
12,  young  farmers  and  ranchers,  as  well  as  marginal  borrowers, 
those  most  in  need  of  funding,  often  have  a  difficult  time  finding 
lenders  who  are  willing  to  extend  credit.  When  they  do  find  a  will- 
ing lender,  they  must  pay  an  interest  premium  on  those  loans.  This 
increase  in  interest  rates  is  the  result  of  risk  pricing  that  lenders 
must  utilize  to  protect  depositors  and  to  satisfy  regulators. 

In  conclusion,  chapter  12  bankruptcy  has  two  major  effects  on 
farmers  and  ranchers  in  rural  America,  the  availability  of  credit 
has  been  lessened  and  the  cost  of  credit  has  increased. 

Mr.  Chairman,  while  ABA  appreciates  the  efforts  made  in  H.R. 
416  to  address  the  problems  associated  with  the  needless  delays  in 
this  chapter  12  process,  we  would  encourage  this  committee  to  ad- 
dress also  the  concerns  which  have  made  chapter  12  so  difficult  for 
lenders  attempting  to  lend  to  borrowers  in  rural  America. 

Again,  I  appreciate  the  opportunity  to  appear  before  this  commit- 
tee today,  and  would  be  pleased  to  answer  any  questions. 

Mr.  Brooks.  Thank  you  very  much,  Mr.  Plagge. 

[The  prepared  statement  of  Mr.  Plagge  follows:! 
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Mr.  Chairman  and  members  of  the  Subcommittee,  I  am  Jeff  Plagge,  ILxecutivc 
Vice  President,  First  State  Bank,  Webster  City,  Iowa,  and  I  am  currently  Vice  Chairman 
of  the  American  Bankers  Association  (ABA)  Agricultural  Bankers  Executive  Committee. 
ABA  members  represent  about  90  percent  of  the  industry's  total  assets.    Approximately 
75  percent  of  our  members  arc  community  banks  with  assets  of  less  than  SliK)  million.    I 
appreciate  this  opportunity  to  appear  before  this  committee  today  to  present  ABA's 
views  on  family  farm  bankruptcy  law  provisions,  more  commonly  referred  to  as  Chapter 
12  of  the  Bankruptcy  Code.    We  believe  that  this  chapter  of  the  bankruptt7  code  has  not 
served  rural  communities  well,  and  has  adversely  affected  the  availability  of  credit  in 
rural  communities. 

The  ABA  wishes  to  commend  this  committee  for  holding  a  hearing  on  H.R.  416, 
which  extends  Chapter  12  for  five  additional  years,  because  it  is  important  for  rural 
communities  that  this  relatively  new  bankruptcy  title  be  carefully  examined. 
We  particularly  appreciate  the  hearing  on  H.R.  416,  because  ABA  cannot  support  a 
simple  extension  of  Chapter  12.    Therefore,  the  ABA  also  wishes  to  commend  the  efforts 
of  Congressman  Synar,  who  has  been  willing  to  address  the  procedural  delay  problems 
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faced  by  bankers  under  the  current  Chapter  12.  These  changes  are  reflected  in  H.R. 
416,  which  the  banking  community  believes  is  an  important  first  step  towards  correcting 
the  current  inequities  under  Chapter  12. 

In  1986,  Chapter  12  of  the  Bankruptcy  Code  was  established  to  provide  a 
simplified  and  expedited  form  of  reorganization  for  debtors  that  qualified  as  family 
farmers.   At  the  height  of  the  "Ag  Crisis,"  when  both  farmers  and  bankers  were 
concerned  about  the  future  viability  of  farm  operations,  Chapter  12  was  billed  as  a  means 
to  provide  both  temporary  relief  and  an  expedited  procedure  under  which  prompt 
reorganization  would  alleviate  further  distress.   By  establishing  statutory  deadlines. 
Congress  sought  to  assure  that  Chapter  12  cases  would  proceed  expeditiously  for  the 
benefit  of  both  debtors  and  creditors.   While  the  procedures  were  supposed  to  be 
expedited,  many  of  the  creditors'  rights  provided  under  traditional  Chapter  11 
reorganizations  were  removed. 

Unfortunately,  the  expedited  procedure  process  has  not  worked  well  in  rural 
America.   Farmers  choosing  bankruptcy  under  Chapter  12  have  frequently  delayed  the 
process  for  filing  suitable  reorganization  plans.  Because  creditors  are  precluded  from 
filing  their  own  proposed  plan  when  such  delays  occur,  as  they  can  under  a  Chapter  11 
proceeding,  Chapter  12  cases  are  often  delayed  years  before  an  approved  plan  is  in 
place.   Further,  because  such  a  plan  is  approved  without  the  participatory  vote  of  the 
creditors,  the  debtors  maintain  total  leverage  throughout  the  entire  Chapter  12 
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proceeding,  often  manipulating  the  process  while  the  creditors  watch  helplessly  from  the 
sidelines.  In  fact,  the  helpless  frustration  that  is  felt  by  bankers  in  this  situation  often  is 
reflected  in  their  reluctance  to  extend  credit  to  "marginal"  borrowers  for  fear  of  a  future 
Chapter  12  filing. 

For  this  reason,  the  ABA  is  encouraged  by  Section  2  of  H.R.  416  which  seeks  to 
clarify  the  extent  to  which  Chapter  12  filings  can  be  extended.  Specifically,  Section  2  of 
H.R.  416  amends  the  current  Chapter  12  statute  by  allowing  for  an  extension  only  if  the 
need  is  attributable  to  circumstances  for  which  the  debtor  should  not  be  held  responsible, 
and  so  long  as  the  extension  does  not  unduly  delay  the  administration  of  the  case.  The 
ABA  believes  that  such  a  change  will  help  to  reinstate  the  original  intent  of  the  law--that 
is  to  expedite  the  filing  of  an  appropriate  bankruptcy  plan. 

Unfortunately,  constant  delays  are  not  the  only  problem  with  the  current  law.   For 
instance,  because  creditors  are  precluded  from  exercising  many  of  the  rights  established 
under  Chapter  11  (such  as  shared  appreciation  and  lost  opportunity),  the  availability  of 
credit  for  beginning  and  undercapitalized  farmers  remains  adversely  affected.   Clearly, 
this  was  not  the  original  intent  of  Chapter  12. 

Funhermore,  currently  under  Chapter  12,  bankers  and  individual  creditors  are 
forced-again  without  the  participatory  vote  provided  under  Chapter  ll-to  "cramdown" 
to  current  market  levels  the  value  of  secured  loans.   While  cramdowns  exist  under 
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Chapter  11,  the  option  for  creditors  to  elect  "shared  appreciation"  also  exists,  allowing 
bankers  to  recover  some  of  their  losses.   Conversely,  under  Chapter  12,  the  banker  can 
recoup  nothing.   As  the  market  value  for  agricultural  land  tumbled  during  the  mid-1980s, 
bankers,  other  creditors,  and  individuals  who  had  extended  credit  to  those  who  filed  for 
bankruptcy  suffered  large,  irrevocable  losses.   While  the  value  of  this  land  has  rebounded 
in  recent  years,  and  while  farms  and  ranches  have  returned  to  profitability,  these 
creditors  have  been  precluded  from  sharing  in  the  appreciation  of  these  assets. 

Moreover,  bankers  are  not  the  only  people  adversely  effected  by  the  loss  of 
shared  appreciation  under  Chapter  12;  individual  creditors  often  face  similar,  if  not  more 
devastating,  fates.  Last  year  before  this  subcommittee,  a  colleague  of  mine  from 
Nebraska  related  a  tragic  Chapter  12  case  involving  a  husband  and  wife  who  sold  their 
farm  to  support  their  retirement.   Upon  selling  their  farm,  this  couple  took  back  a  note 
from  the  borrower  on  contract,  structured  with  a  ten-year  balloon  payment.   During  this 
ten-year  period,  the  husband  died,  leaving  his  wife  with  minimal  social  security  and  the 
annual  farm  payments  as  her  sole  source  of  income.   In  the  last  year  of  the  contract,  the 
contract  holder  filed  for  protection  under  Chapter  12.   For  three  years,  this  widow's 
banker  advanced  monies  for  legal  fees  for  Chapter  12  and  for  general  living  expenses.  In 
addition  to  the  fact  that  the  proceeding  took  more  than  three  years  to  complete,  when 
completed,  instead  of  receiving  the  approximately  $80,000  to  which  she  was  originally 
entitled,  she  was  "crammed  down"  approximately  $20,000.   In  addition,  the  contract  was 
rewritten  for  another  twenty  years  at  the  same  rate  of  interest  that  was  negotiated  ten 
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years  prior  to  bankruptcy. 

As  a  result,  instead  of  living  comfortably,  this  widow  must  contend  with  an 
installment  payment  that  was  rewritten  by  the  courts.   Furthermore,  the  farm  has 
appreciated  by  1/3  since  it  was  renegotiated  during  the  Chapter  12  proceedings,  and 
neither  she,  nor  her  family,  is  allowed  to  enjoy  any  of  the  appreciation.  This  situation  is 
blatantly  unfair  and  painfully  unjust.   We  recommend  that  Chapter  12  be  further 
amended  to  allow  creditors  to  share  in  the  appreciated  value  of  an  asset  up  to  the 
original  amount  lost  during  bankruptcy.   Such  a  provision  would  also  greatly  reduce  the 
current  reluctance  of  lenders  to  provide  loans  to  financially  marginal  borrowers  due  to 
fear  of  losses  in  a  potential  Chapter  12  bankruptcy. 

Bankers  are  not  alone  in  expressing  the  unfairness  of  this  situation.   Last  June, 

before  this  subcommittee,  Richard  Bohanon,  the  Chief  Judge  for  the  United  States 

Bankruptcy  Court  for  the  Western  District  of  Oklahoma  suggested  that  some  form  of 

shared  appreciation  would  improve  the  current  Chapter  12  statute: 

The  obvious  pain  to  the  banks  in  this  procedure  is  that  they  must  realize 
their  deficiency  and  absorb  that  loss  now  rather  then  at  some  later  time. 
Additionally,  they  normally  are  not  in  a  position  to  benefit  from  some 
future  increase  in  the  value  of  the  farm,  should  that  ever  occur,  for  the  face 
amount  of  their  note  is  "written  down"  to  the  present  fair  market  value  of 
the  collateral.   Given  time  for  thoughtful  study  I  believe  that  a  solution 
could  be  found  to  the  predicament  of  the  banks  and  allow  for  an  effective 
farm  reorganization. 

A  clear  comparison  is  with  section  1111(b)  (2)  of  Chapter  11  which  allows 
secured  creditors  to  elect  to  waive  their  deficiency  claim  and  retain  their 
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lien  for  the  full  amount.' 

The  ABA  is  in  total  agreement  with  Judge  Bohanon's  assertion  concerning  shared 
appreciation.   A  shared  appreciation  provision  seems  particularly  justified  because  these 
same  creditors  have  suffered  not  only  from  a  lack  of  shared  appreciation,  but  also  from 
"lost  opportunity."   Under  Chapter  11,  the  principle  of  adequate  protection  includes 
protection  of  the  secured  value  of  a  creditor's  interest  in  collateral--the  lost  opportunity 
to  reinvest  the  secured  value  of  an  asset.  This  protection  is  not  provided  in  Chapter  12, 
leaving  creditors  with  frozen  loans  receiving  no  interest  from  the  date  the  bankruptcy 
petition  is  filed  until  the  plan  goes  into  effect.   The  cumulative  result  of  lost  opportunity 
and  foregone  shared  appreciation  is  that  many  bankers  and  Main  Street  creditors  have 
become  reluctant  to  extend  credit  to  new,  beginning  farmers  as  well  as  to  financially- 
marginal  farmers  who  otherwise  might  have  received  credit.   Moreover,  the  inability  of 
these  creditors  to  share  in  the  appreciation  of  these  assets  results  directly  in  the  loss  of 
funds  available  for  all  borrowers  in  rural  America. 

Statistically,  findings  concerning  the  actual  impact  of  Chapter  12  filings  have  not 
been  surprising  to  rural  lenders.  According  to  a  September  1992  study  released  by 
USDA's  Economic  Research  Service  (ERS)  titled:  "Bankruptcy  Costs  Under  Chapter  12," 
the  average  total  bankruptcy  cost  under  Chapter  12  at  the  time  of  bankruptcy  is  between 
90  and  100  percent  of  the  asset  value  of  the  farm  at  the  time  of  bankruptcy  (this  number 


'Siatemeni  of  Richard  L  Bohanon,  Chief  Judge.  United  States  Bankruptcy  Coun  for  the  Western 
District  of  Oklahoma,  before  the  House  Judiciary  Subcommittee  on  Economic  and  Commercial  Law,  June 
24,  1992. 
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compares  to  between  54  to  60  percent  historically  for  agricultural  bankruptcies  previously 
filed  under  Chapter  11).   Because  creditors  forced  into  Chapter  12  bankruptcy  are 
precluded  froin  recovering  any  of  these  losses  when  the  value  of  a  borrowers'  assets 
appreciates,  one  can  readily  see  that  this  lack  of  shared  appreciation  amounts  to  millions 
of  dollars  no  longer  available  to  lend  to  other  rural  borrowers. 

Additionally,  ERS  findings  indicate  that  lost  opportunity  income-interest  income 

foregone  on  frozen  assets-has  cost  creditors  around  $25,000  per  Chapter  12  filing. 

Given  roughly  10,000  Chapter  12  filings  to  date,  one  can  quickly  see  that  lost  opportunity 

alone  has  lessened  credit  availability  by  $250  million.  The  ERS  study  concludes  that 

conservatively  the  incremental  impact  of  Chapter  12  over  Chapter  11  is  that  it  raises 

indirect  bankruptcy  cost  by  about  one-fourth.  The  study  shows  the  impact  this  cost  has 

on  the  borrower,  not  the  banker: 

To  offset  the  costs  Chapter  12  imposes  on  creditors,  interest  rates  to  farm 
borrowers  will  have  to  be  0.25  and  1.0  percent  higher  on  average.   Much 
higher  costs  will  be  borne  by  financially  weaker  farm  borrowers,  either  in 
the  form  of  increased  interest  or  other  charges  or  in  their  inability  to  obtain 
loans  at  any  price.^ 

Further,  the  ERS  concurs  with  the  statements  of  Judge  Bohanon  that  allowing  a 

secured  creditor  to  share  in  some  form  of  asset  appreciation  under  a  plan  similar  to 

those  currently  provided  under  Chapter  11  should  work  to  "mitigate  the  negative 

efficiency  consequences  of  Chapter  12"  for  the  lender  and  borrower  alike. 


Robert  N.  CoUender,  'Banknipicy  Costs  Under  Chapter  12,"  U.S.  Department  of  Agriculture, 
Economic  Research  Service,  September  1992  (Report  No.  AGES  9210)  p  16. 


16 


In  the  end,  because  of  the  threat  of  Chapter  12,  young  farmers  and  ranchers,  as 
well  as  marginal  borrowers-those  most  in  need  of  funding-often  have  a  difficult  time 
finding  lenders  who  are  willing  to  extend  credit.   When  they  do  find  a  willing  lender,  they 
must  pay  an  interest  rate  premium  on  their  loans.  This  increase  in  interest  rates  is  the 
result  of  "risk  pricing"  that  lenders  must  utilize  to  protect  depositors  and  to  satisfy  the 
regulators.   In  conclusion,  Chapter  12  bankruptcy  has  had  two  major  effects  on  fanners 
and  ranchers  in  rural  America:    the  availability  of  credit  has  been  lessened  and  the  cost 
of  credit  has  increased  because  of  its  existence. 

Mr.  Chairman,  while  the  ABA  appreciates  the  efforts  made  in  H.R.  416  to 
address  the  problems  associated  with  needless  delays  in  the  Chapter  12  process,  we 
would  encourage  this  committee  to  address  the  other  concerns  which  have  made  Chapter 
12  so  difficult  for  bankers  attempting  to  lend  to  borrowers  in  rural  America.  Again,  I 
appreciate  the  opportunity  to  appear  before  the  Committee  today,  and  will  be  pleased  to 
answer  any  questions. 
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Mr.  Brooks.  Mr.  Synar. 

Mr.  Synar.  Thank  you,  Mr.  Chairman.  I  apologize,  everybody, 
my  voice  is  gone. 

Mr.  Plagge,  in  your  testimony,  you  cite  Department  of  Agri- 
culture figures  stating  that  chapter  12  filing  costs  of  around 
$25,000  in  lost  opportunity  income.  Then  you  talk  about  multiply- 
ing that  by  the  number  of  chapter  12  filings  since  1986,  and  con- 
clude that  in  lost  opportunity  income  alone,  credit  availability  has 
been  decreased  by  $250  million;  is  that  correct? 

Mr.  Plagge.  Could  you  repeat  that? 

Mr.  Synar.  The  figure  that  you  use  in  your  testimony  of  lessened 
credit  availability  of  $250  million  on  page  7,  that  $250  million  fig- 
ure doesn't  come  from  the  agriculture  report,  does  it,  that  is  a  num- 
ber you  all  made  up? 

Mr.  Plagge.  This  is  a  number  from — right. 

Mr.  Synar.  The  fact  is  that  that  data  that  the  agriculture  report 
was  based  upon  comes  fi-om  two  States,  South  Dakota  and  North 
Carolina.  Mr.  Plagge,  is  it  fair  to  extrapolate  those  figures  from  two 
States  for  the  entire  country? 

Mr.  Plagge.  The  figures  themselves,  I  don't  know  if  you  can  ex- 
trapolate them  from  just  two  States,  but  I  think  that  overall 

Mr.  Synar.  But  that  is  basically  what  you  did  in  your  testimony, 
isn't  it? 

Mr.  Plagge.  These  figures  come  from  those  two  States  according 
to  this. 

Mr.  Synar.  Isn't  it  imfair  to  conclude  also  that  all  that  lost  inter- 
est income  would  have  been  lent  in  the  ag  sector,  in  fact,  banks 
like  yours  don't  just  make  ag  loans,  do  they? 

Mr.  Plagge.  No,  they  don't. 

Mr.  Synar.  So  that  number  is  a  little  bit  exaggerated,  isn't  it? 

Mr.  Plagge.  I  guess  I  don't  believe  it  is  overall.  I  think  it  is  a 
figure  that  is  hard  to  relate  back  to  lost  opportunity. 

Mr.  Synar.  You  also  say  that  we  should  have  an  included  shared 
appreciation  provision  similar  to  section  1111(b)(2)  of  chapter  11. 
Could  you  tell  us  how  often  1111(b)(2)  is  used? 

Mr.  Plagge.  Not  very  often. 

Mr.  Synar.  No,  it  isn't. 

Mr.  Plagge.  I  think  it  is  still  important  that  the  opportunity  be 
there  in  the  presenting  of  the  plan  in  order  to 

Mr.  Synar.  So  do  you  think  shared  appreciation  should  be  all  the 
way  through  the  Bankruptcy  Code? 

Mr.  Plagge.  No.  What  I  am  talking  about  is  chapter  12. 

Mr.  Synar.  Why  are  you  picking  on  12? 

Mr.  Plagge.  Because  that  is  the  one  that  applies  to  family  farm- 
ers particularly. 

Mr.  Synar.  If  it  is  such  a  good  idea,  why  don't  you  apply  it  across 
the  board? 

Mr.  Plagge.  I  am  not  here  to  testify  across  the  board. 

Mr.  Synar.  Mr.  Underwood,  how  do  you  feel  about  Mr.  Plagge's 
contention  that  chapter  12  has  hurt  the  availability  of  farmers  on 
the  marginal  credit  risk  in  getting  loans? 

Mr.  Underwood.  I  respectfully  disagree  with  that  statement.  As 
early  as   1981-82,  I  believe  it  was,  if  you  used  the  word  "agri- 
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culture"  and  "loan"  in  the  same  sentence  in  the  State  of  Oklahoma 
or  Texas,  the  bankers  weren't  dodging,  they  were  digging  foxholes. 

Agricultural  lending  was  gone,  chapter  12  hadn't  even  been  con- 
templated at  that  point  in  time.  I  have  several  lenders  who  will 
lend  into  chapter  12  because  they  know  how  they  are  going  to  be 
treated,  they  know  what  the  rules  are. 

So  they  are  more  willing  to  lend  to  someone  who  is  in  chapter 
12.  But  right  now  agricultural  lending  in  my  experience  is  dead 
anyway. 

Mr.  Synar.  Why  don't  you  tell  us  about  the  general  attitude  of 
bankers  during  negotiated  settlements  on  chapter  12? 

Mr.  Underwood.  One  of  the  strongest  things  we  have  in  chap- 
ter— in  negotiating  is  that  we  can  go  to  the  creditor  prior  to  ever 
filing  bankruptcy  and  say,  look,  in  the  event  we  have  to  file  chapter 
12,  here's  what  we  can  accomplish  and  here's  what  we  can  do. 

In  1986  and  1987  they  weren't  very  receptive.  Chapter  12  has 
been  very  strong  because  we've  been  able  to  settle  a  lot  of  cases 
short  of  filing  bankruptcy  or  we've  had  to  file  bankruptcy  and  then 
been  able  to  dismiss  the  cases.  And  I  would  say  95  percent  of  the 
cases  that  I  have  filed  has  been  successful  even  if  they  show  up  as 
having  converted  to  a  7  or  dismissed  because  the  creditors  then 
agreed  to  the  treatment  and  we  said,  OK,  let's  stop  the  costs  from 
accruing.  So  it  has  been  a  very  strong  tool  for  settling  the  case. 
And  I  don't  know  if  that  was  responsive  or  not. 

Mr.  Synar.  Talk  to  me  about  your  thoughts  about  shared  appre- 
ciation since  the  judge  you  practice  in  front  of  has  been  in  favor 
of  it. 

Mr.  Underwood.  I  have  a  lot  of  respect  for  Judge  Bohanon.  I 
disagree,  again,  respectfully  with  Judge  Bohanon  on  shared  appre- 
ciation and  the  reason  I  disagree  on  shared  appreciation  is  one  of 
the  tools  chapter  12  has  given  us  is  the  ability  to  restructure  short- 
term  debt  and  turn  it  into  long-term  debt  and  the  debtor — the 
farmer — knows  exactly  what  he's  going  to  have  to  pay  each  year. 
When  you  interject  something  like  shared  appreciation  or  fluctuat- 
ing fees,  which  is  another  issue  that  Judge  TeSelle  wanted  me  to 
raise — I  m  sorry 

Mr.  Synar.  Make  sure  you  get  all  of  these  judges  taken  care  of 
today. 

Mr.  Underwood.  Anyway,  when  you  interject  something  like 
shared  appreciation  the  farmer  no  longer — the  debtor  no  longer 
knows  what  nut  he  has  to  crack  each  year.  How  much  does  he  have 
to  pay  each  year?  And  that's  been  one  of  the  big  values  of  chapter 
12  is  how  much,  you  know,  here  I've  got  to  pay  $10,000  a  year.  And 
I  tell  you  what,  these  guys  scramble  and  they  find  it.  I  mean,  thev 
work  hard  to  find  it.  So  I  don't  care  for  shared  appreciation,  I  think 
it  would  be  a  mistake. 

Mr.  Synar.  And  it's  not  used  that  much  in  chapter  11,  is  it?  How 
many  times  have  you  used  it? 

Mr.  Underwood.  Oh,  in  all  the  chapter  11  cases  I've  been  in- 
volved with  I  used  1111(b)(2)  I  think  is  what  you  all  are  referring 
to.  I  used  1111(b)  one  time.  I've  only  seen  it  used  one  time. 

Mr.  Synar.  How  many  years  have  you  been  practicing? 

Mr.  Underwood.  In  Oklahoma  I've  been  since  1985.  So  it's  only 
been  about  8  years. 
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Mr.  Synar.  Mr.  Plagge,  one  final  question.  If  chapter  12  is  al- 
lowed to  expire,  then  the  banks  will  basically  foreclose  on  the  prop- 
erties and  they  will  get  the  liquidation  value  of  the  property,  and 
they  will  be  ineligible  for  any  shared  appreciation;  isn't  that  true? 

Mr.  Plagge.  If  they  take  possession  of  it  they  would  be. 

Mr.  Synar.  That's  right.  So  they  don't  get  any,  do  they? 

Mr.  Plagge.  Well,  yes,  they  would,  if  thev  held  the  asset. 

Mr.  Synar.  Oh,  they  have  to  manage  and  hold  the  asset? 

Mr.  Plagge.  Right.  The  appreciation  would  increase.  Let  me — 
could  I  respond  to  one  thing? 

Mr.  Synar.  Sure.  That's  what  we  are  here  for. 

Mr.  Plagge.  All  right.  Thank  you.  I  guess  I  would  like  to  touch 
base  back  on  the  delay  issue  and  then  also  just  the  credit — the 
credit  to  those  borrowers  not  in  chapter  12  or  any  chapter  of  bank- 
ruptcy in  general.  Lenders  as  a  whole — I  mean,  we  are  talking  ap- 
proximately 2,900  filings,  I  believe,  was  the  number  of  the  recent 
filings  on  chapter  12  and  you  apply  that  to  the  total  number  of  bor- 
rowers in  general,  our  agricultural  producers  out  there  in  general, 
you  know,  I  guess  we  are  talking  both  sides  of  that  issue.  When 
we  talk 

Mr.  Synar.  How  many  filings  did  you  say  there  were? 

Mr.  Plagge.  I  believe  I  saw  the  number — in  the  most  recent 
year,  2,900  or  something  like  that. 

Mr.  Synar.  Our  numbers  say  1,600,  but  go  ahead. 

Mr.  Plagge.  OK.  I'm  sorry.  Relatively  whatever  the  number  is, 
when  we  look  at  things  from  a — when  I  look  at  loans  personally 
from  a  lending  stand  point  or  I  look  at  loans  as  the  lead  lender  in 
our  institution,  we  look  at  them  from  various  perspectives,  but 
when  we  take  a  look  at  things  like  chapter  12,  chapter  7,  whatever 
the  bankruptcy  chapter  is,  we  factor  those  things  into  the  decision. 
For  instance,  if  we 

Mr.  Synar.  And  you  factor  other  Bankruptcy  Code  section  in 
other  loans  you  make  too,  don't  you? 

Mr.  Plagge.  That  is  correct.  That  is  correct.  I  am  talking  to  the 
issue  of  loans  to  those  people  who  are  trying  to  get  started  farming 
or  loans  to  those  people  that  are  not  in  a  position  necessarily  where 
they  are  going  to  benefit  from  a  chapter  12  in  general,  but  because 
of  the  threat  of  those  factors  of  bankruptcy,  credit  is  either  reduced 
or  shut  off  or  they  are  forced  to  go  to  other  areas. 

Mr.  Synar.  Mr.  Plagge,  you  know,  I  do  not  mean  to  interrupt 
you,  but  you  have  a  dual  responsibility  other  than  being  a  small 
town  banker  here.  You  are  representing  the  ABA. 

Mr.  Plagge.  Yes,  I  am. 

Mr.  Synar.  I  have  been  begging  them  on  bended  knees,  for  years 
to  show  me  statistics,  show  me  this  dried  up  credit  attributed  to 
chapter  12.  We  are  now  at  the  last  hearing  we  are  going  to  have 
before  we  mark  this  legislation  up.  This  study  that  you  gave  me, 
if  that  is  the  best  you  can  do,  very  frankly,  you  do  not  have  an  ar- 
gument. I  mean,  the  same  threat  of  bankruptcy  throughout  the 
code  is  there  when  anybody  applies  for  a  loan.  Are  you  telling  me 
that  one-quarter  to  1  percent  of  all  costs  of  loans  are  always  be- 
cause of  the  threat  of  bankruptcy  or  is  it  unique  to  chapter  12? 

Mr.  Plagge.  The  study  that  ERS  did  applied  it  directly  to  chap- 
ter 12. 
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Mr.  Synar.  Well,  what  about  the  other  ones?  Isn't  that  the  case 
across  the  code? 

Mr.  Plagge.  There's  a  risk  factor  in  all  credit. 

Mr.  Synar.  Right.  And  so  this  argument  that  it  costs  more  to  do 
a  chapter  12,  well,  if  it's  taken  into  account  everywhere  else,  it 
costs  you  to  loan  any  money  anywhere;  does  it  not? 

Mr.  Plagge.  That's  part  of  the 

Mr.  Synar.  And  bankruptcy  is  taken  into  account.  So  why  are 
you  picking  on  12? 

Mr.  Plagge.  The  testimony  we  have  talks  to  certain  elements. 
The  delays  in  chapter  12. 

Mr.  Synar.  Which  I  agree  with  you. 

Mr.  Plagge.  Right  and  which  you  have  made  provisions  for  that 
and  then  the  shared  appreciation  in  general.  And  the  shared  appre- 
ciation is  obviously  a  factor  from  the  mideighties  when  you  had 
massive  increases  or  massive  decrease  in  land  and  then  through 
the  period  of  8  to  10  years  back  up  again,  and  not  to  the  similar 
levels  they  started  at,  out  a  substantialincrease  in  general. 

Mr.  Synar.  Respond  to  Mr.  Underwood  and  I'll  conclude  this  Mr. 
Chairman.  When  he  tells  you  that  one  of  the  benefit  of  not  having 
shared  appreciation  is  that  the  farmer  knows  exactly  what  his  re- 
sponsibility is  and  that  he  can  by  hook  or  crook,  innovative  think- 
ing, harder  work,  extra  jobs,  putting  his  wife  in — or  spouse  into  the 
workplace,  will  come  up  with  the  money.  But  if  you  do  shared  ap- 
preciation he'll  never  know.  And  secondly,  shared  appreciation  may 
not  just  be  the  value  of  the  land.  This  farmer  may  bust  his  hump 
making  this  thing  more  productive.  He  may  switch  crops.  He  may 
find  a  new  way  to  do  things.  Why  should  you  get  the  benefit  of  his 
innovation? 

Mr.  Plagge.  The  shared  appreciation,  I  think,  reflects  right  back 
to  the  original  asset  in  this  case,  you  know,  specifically  in  the  testi- 
mony as  the  farm  asset.  And  that  share  appreciation  may  not  have 
an  impact  for  a  period  of  years  on  his  cash-flow.  I  mean,  that's  all 
in  the  negotiations  of  how  that  shared  appreciation  is  put  into  the 
plan.  It  may  come  at  some  point  down  the  road  after  the  farmer 
is  through  the  process  of  bankruptcy  or  through  the  problems  of  his 
cash-flow  and  so  forth.  So  it  may  not  have  an  impact  at  all  in  the 
front  side  of  getting  back  to  the  point — because  I  know  that's  im- 
portant. They  have  to  know  what  they  have  for  an  obligation  every 
year  because  of  the  unsureties  on  the  other  side  of  the  desk  when 
they  don't  know  for  sure  what's  coming  in  on  the  grain  side  and 
so  forth.  So  we  don't  disagree  with  that.  It's  the  matter  of  when 
you  see  the  situation  like  you  saw  in  the  1980's,  when  a  massive 
amount  of  appreciation  comes  back  afler  the  filing,  there  ought  to 
be  some  right  to  negotiate  on  the  front  side  of  that  situation  for 
shared  appreciation  of  that  drastic  change. 

Mr.  Synar.  Mr.  Underwood,  any  comments? 

Mr.  Brooks.  Mr.  Fish. 

Mr.  Fish.  Mr.  Underwood,  both  H.R.  6020,  as  passed  by  the 
House  October  3,  1992,  and  S.  1985,  as  passed  by  the  Senate  Octo- 
ber 7  last  year,  included  a  provision  facilitating  access  to  Bank- 
ruptcy Code  chapter  13  by  raising  the  ceiling  on  debt.  A  similar 
provision  may  be  included  in  major  bankruptcy  reform  legislation 
in  the  103d  Congress.  My  question  is,  to  what  extent  would  greater 
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access  to  chapter  13  obviate  the  need  for  family  farmers  to  file 
under  chapter  12? 

Mr.  Underwood.  I  don't  think  it  would  relieve  the  need  for  chap- 
ter 12.  The  raising  of  the  ceiling  for  chapter  13,  I  think,  is  very  im- 
portant. I  feel  that  the  ceiling  on  chapter  12  needs  to  be  raised  as 
well,  due  to  the  Coleman  v.  Block  years,  and  it's  my  understanding 
that  as  of  last  Friday,  Mr.  Espy  also  stopped  foreclosures  on  farm- 
ers and  what  we  have  is  we  have  a  situation  where  the  interest 
continues  to  accrue  and  sometimes  we've  busted  the  limits — the  ju- 
risdictional limits  for  chapter  12. 

Chapter  13  and  chapter  12  are  different  enough  that  I  don't 
think  just  raising  the  limits  on  chapter  13  would  obviate  the  need. 

Mr.  Fish.  OK.  Thank  you.  Mr.  Plagge,  Bankruptcy  Judge  A. 
Thomas  Small  pointed  out  in  his  written  statement  submitted  to 
our  subcommittee  last  year,  and  I  quote,  "[0]ne  of  the  virtues  of 
chapter  12  has  been  its  positive  influence,  together  with  state  farm 
credit  mediation  laws,  on  resolving  disputes  outside  of  court." 

What  is  your  assessment  of  chapter  12's  impact  on  the  willing- 
ness of  lenders  and  borrowers  to  work  together  to  obviate  the  ne- 
cessity of  a  bankruptcy  filing? 

Mr.  Plagge.  Well,  speaking  from  an  Iowa  standpoint,  we  have 
mediation  there  as  well  and  I  think  that  has  been  very  effective  in 
getting  people  to  the  table.  Our  complaint  with  chapter  12  in  that 
same  impact  of  getting  people  to  the  table  to  talk  to  is  that  the 
roles — the  main  complaint  of  the  farm  sector  beforehand  is  that  the 
lender  has  all  the  cards  in  the  negotiation  when  they  are  outside 
of  chapter  12.  Our  contention  is  that  that  almost  totallv  shifts  to 
the  other  side  because  of  the  "cramdown"  features  of  cnapter  12. 
It  truly  almost  100  percent  goes  the  other  way  in  the  negotiation. 
What  we're  saying  is  that  in  a  true  negotiation  of  impact  of  success 
let's  find  a  middle  ground  and  that,  again,  is  the  delay  and  shared 
appreciation  comments. 

Mr.  Fish.  Your  written  statement,  Mr.  Plagge,  provides  a  gen- 
erally negative  assessment  of  chapter  12.  I'm  sure  you  will  agree, 
however,  that  many  farmers  cannot  meet  the  eligibility  require- 
ments for  chapter  13  and  find  the  chapter  11  process  expensive  and 
cumbersome.  My  question  is,  do  you  believe  that  chapter  12  has 
permitted  a  significant  number  of  family  farmers  to  keep  their 
farms  who  otherwise  would  have  lost  them,  and  if  so,  isn't  this  de- 
sirable? 

Mr.  Plagge.  Yes,  I  think  in  a  lot  of  areas  it  has  had  a  very  sig- 
nificant impact  and  in  other  areas  not  so  significant.  But — and 
we're  not  arguing  the  case  of  chapter  12  as  an  effective  tool,  we're 
arguing  the  case  that's  there's  features  of  chapter  12  that  we'd  like 
to  see  changed. 

I  think  in  any  lending  situation,  as  Congressman  Synar  stated, 
there  are  features  of  borrower's  rights  and  creditor's  rights  and  all 
sorts  of  other  chapters  that  you  deal  with  with  any  lending  situa- 
tion. All  we're  asking  for  is  some  changes  in  the  structures  of  chap- 
ter 12  to  make  it  more  equitable  in  general.  And  I  think  the  other 
comment  I  would  make  on  the  delays  which  Congressman  Synar 
has  tried  to  deal  with  is  the  delay  situation  is  not  good  for  any 
party. 
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I  mean,  that's  not  necessarily  good  for  the  borrowers  because  it 
leaves  them  uncertain  as  to  what's  going  on,  the  amendment 
change  is  constantly  changing.  From  the  lender's  standpoint  you  go 
into  years  of  litigation,  attorney  costs.  A  situation  I  had  a  lender 
bring  to  my  attention  talked  of  5  years  and  ultimately  the  loser  on 
that  particular  situation  was  the  borrower  because  the  final  plan 
was  thrown  out,  which  was  bad  enough  for  the  borrower,  but  all 
the  costs  accruing  over  that  timeframe  came  back  to  that  borrower 
as  a  cost.  So  it  was  an  absolutely  poor  situation  for  everyone  in- 
volved. I  think  the  delay  situation  is  one  that  I'm  really  pleased  to 
see  being  dealt  with. 

Mr.  Fish.  Thank  you  very  much. 

Mr.  Brooks.  You  know  that  the  current  chapter  12  debt  limit  is 
$1.5  million.  Has  the  limitation  operated  in  practice  and  how  has 
it  operated?  Do  you  think  it  should  be  raised  or  should  it  be  low- 
ered? 

You're  all  going  to  have  the  same  answers,  I  bet. 

OK  Mr.  Underwood. 

Mr.  Underwood.  Sir,  I  believe  that  the  debt  limitation  needs  to 
be  raised.  And  again,  I  state  that  because  of  the  Coleman  v.  Block 
years — and  I've  run  into  several  cases  where  the  only  reason  the 
debtor  could  not  qualify  for  chapter  12  was  due  to  interest  that  had 
accrued  because  neither  party  could  do  anything  during  that 
nonnegotiation  period,  during  those  years  where  the  FMHA  was 
enjoined  from  going  forward. 

So,  I  believe  the  debt  limitation  should  be  raised. 

Mr.  Brooks.  What  do  you  say,  Mr.  Plagge? 

Mr.  Plagge.  My  only  comment  on  that  is  obviously  in  the  ag  sec- 
tor, the  operations  are  getting  larger  and  larger,  so  the  debt 
changes  can  change  dramatically.  I  guess  I  have  no  particular  com- 
ment on  the  overall  debt  level.  And  obviously,  from  a  lender's 
standpoint,  I  would  just  as  soon  it  stay  at  the  $1.5  million. 

Mr.  Brooks.  Mr.  Underwood,  in  your  judgment,  what  would  be 
the  consequences  of  not  extending  chapter  12? 

Mr.  Underwood.  Well,  Mr.  Chairman,  we  would  then  be  forced 
to  going  and  taking  these  agricultural  borrowers  into  chapter  11  or 
chapter  13,  and  neither  one  fits  the  agricultural  scenario. 

We  would  lose  a  negotiating  tool.  And  for  every  chapter  12  I  take 
into  bankruptcy,  I  keep  one  or  two  out.  We're  able  to  settle  them 
outside  of  bankruptcy.  I  don't  rush  them  in. 

We  would  lose  that  tool;  the  ability  to  negotiate  the  terms  and 
conditions  and  stay  out  of  bankruptcy. 

Mr.  Brooks.  Mr.  Scott,  the  gentleman  farmer  in  Virginia. 

Mr.  Scott.  Mr.  Plagge,  could  you  go  over  the  arithmetic  at  the 
bottom  of  page  6  in  your  statement  where  you  say  that  90  to  100 
percent  of  asset  value  of  the  farm  is  lost? 

Mr.  Plagge.  Well,  just  to  go  at  it  from  an  example  standpoint, 
if  you  filed  chapter — if  you  had  a  borrower  that  had,  say  a 
$200,000  debt  going  into  chapter  12,  basically  the  arithmetic  is 
that  the  ending  result  is  $100,000  or  so.  Ninety  to  100  percent  of 
that  remaining  amount  is  lost  due  to  cramdown  features.  That's 
the  figures  that  ERS  came  through  in  the  average  overall  cost. 

And  from  what  I  understand  talking  to  them,  that  the  main  fac- 
tor of  that  is  the  cramdown  feature. 
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Mr.  Scott.  Wait  a  minute.  It's  50  percent. 

Mr.  Plagge.  Well,  it  depends  on  how  you— I  mean,  if  you're  left 
with  100  percent,  you've  lost  100  percent— or,  if  you're  left  with 
$100,000,  your  loss  was  $100,000.  I  mean,  you  can  look  at  it 

Mr.  Scott.  Well,  if  I  had  a  $200,000  debt  and  then  I  ended  up 
with  $100,000,  I  lost  50  percent  of  the  value. 

Mr.  Plagge.  Well,  they're  looking  at  it  from  the  other— I  mean, 
you  can  go  either  way  on  it.  If  you  look  at  it  from  the  50-percent 
value  on  that  standpoint,  you'd  also  change  the  arithmetic  on  the 
chapter  11  figures  as  well. 

They're  looking  at  it  as  a  total  starting  point;  total  ending  point. 
In  the  example  I  gave  you,  it's 

Mr.  Scott.  The  starting  point  is  $200,000.  Ending  point  is 
$100,000.  That's  100  percent  loss? 

Mr.  Plagge.  In  terms  of  the  remaining  amount  left.  I  mean, 
you've  lost  exactly  what  you're  left  with.  I  talked  to  a  gentleman 
before  this  hearing  started  that's  involved  in  that  study.  I  assume 
he  could  comment  on  how  the  arithmetic  is  done.  I  did  not  do  the 
arithmetic  on  that  study. 

Mr.  Scott.  OK.  Usually,  when  people  talk  about  a  100-percent 
loss,  they  think  they've  got  nothing  left. 

Mr.  Plagge.  Right. 

Mr.  Scott.  OK  And  that's  not  what  you  meant  in  your  state- 
ment? 

Mr.  Plagge.  No. 

Mr.  Scott.  OK  I  don't  have  any  other  questions. 

Mr.  Brooks.  Mr.  Plagge,  just  one  thing,  to  follow  up  on  Mr. 
Scott's  rather  perceptive  question.  On  page  6  of  your  statement, 
you  said  that  they  lose  the  average  total  bankruptcy  cost  to  the 
creditor,  the  lender,  which  is  90  to  100  percent  of  the  asset  value 
of  the  farm  at  the  time  of  the  bankruptcy.  Did  you  obtain  this 
statement  from  the  U.S.  Department  of  Research  in  1992? 

Mr.  Plagge.  Yes. 

Mr.  Brooks.  It  cost  them  up  to  90  percent? 

Mr.  Plagge.  The  study  stated  that  in  comparision  to  chapter  11, 
which  was  50  to  60  percent,  chapter  12's  were  90  to  100  percent. 

[See  appendix  for  material  submitted  for  record  by  Mr.  Plagge: 
"Bankruptcy  Costs  Under  Chapter  12,"  by  Robert  N.  Collender.] 

Mr.  Brooks.  The  loss?  Is  the  $100,000  loan  the  value  of  the  farm 
gross  or  $20,000?  And  it  costs  you  90  percent  of  that? 

Mr.  Plagge.  In  the  cramdown  features,  in  the  fact  that  you've 
lost  the  value  of  the  original  loan 

Mr.  Brooks.  I  understand.  If  they  bring  it  down  to  $20,000  and 
they  bring  the  loan  to  $20,000,  you  say  then  you  lose  90  percent 
of  the  $20,000? 

Mr.  Plagge.  I  didn't  do  the  arithmetic  on  the  study,  Mr.  Chair- 
man. 

Mr.  Brooks.  Do  you  understand  it? 

Mr.  Plagge.  Well,  I'm  not  sure  after  talking  to  you  I  do  under- 
stand it. 

Mr.  Brooks.  All  right.  We  thank  you  very  much. 

Mr.  Scott.  Mr.  Chairman. 

Mr.  Brooks.  Mr.  Scott. 


24 

Mr.  Scott.  On  that  arithmetic  I  think  they  lost  400  percent  of 
their  money. 

Mr.  Brooks.  Yes.  I  want  to  thank  our  witnesses  for  their  inform- 
ative and  useful  testimony.  The  subcommittee  will  take  into  ac- 
count concerns  of  both  farmers  and  lenders  raised  by  witnesses 
today  as  we  consider  the  need  for  the  extension  of  chapter  12. 

The  subcommittee  stands  adiourned. 

[Whereupon,  at  11:50  a.m.,  the  subcommittee  adjourned.] 
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Abstract 


Chapter  12  bankruptcy,  Adjustment  of  Debts  of  a  Family  Farmer  With  Regular  Annual 
Income,  will  expire  on  October  1,  1993,  unless  Congress  intervenes.  Chapter  12  imposes 
certain  economic  costs,  referred  to  as  bankruptcy  costs  and  considered  deadweight  losses 
to  the  economy.  The  magnitude  of  these  costs  is  an  important  element  in  the  debate  to 
renew  or  extend  Chapter  12.  Based  on  White's  model  of  indirect  bankruptcy  costs,  total 
bankruptcy  costs  under  Chapter  12  may  be  between  90  and  100  percent  of  the  value  of 
farm  assets  at  the  time  of  filing.  This  cost  compares  with  estimates  of  54  to  60  percent 
for  farms  and  other  businesses  filing  for  reorganization  under  Chapter  11  of  the  U.S. 
Bankruptcy  Code. 
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Bankruptcy  Costs  Under  Chapter  12 

Robert  N.  Collender* 

Introduction 

The  provisions  of  Chapter  12  of  the  U.S.  bankruptcy  code,  as  enumerated  in  the  Family 
Farmer  Bankruptcy  Act  of  1986,  are  set  to  expire  on  October  1,  1993.'   As  debate  on 
renewal  gets  underway,  the  magnitude  of  the  economic  costs  associated  with  Chapter  12 
may  be  an  important  factor.  These  economic  costs  are  referred  to  as  bankruptcy  costs 
and  are  deadweight  losses  to  the  economy. 

Bankruptcy  costs  are  a  measure  of  the  efficiency  effects  that  bankruptcy  laws  have  on 
economic  activity.   The  magnitude  of  these  costs  is  important  because  they  represent 
deadweight  losses  to  the  economy  that,  ideally,  should  be  minimized.   Deadweight  losses 
are  avoidable  reductions  in  economic  well-being  that  arise  from  restraints  on  economic 
activity  such  as  monopoly  production,  excise  taxation,  and  unnecessarily  high  costs  of 
doing  business,  including  bankruptcy  costs. 

These  costs  include  both  direct  and  indirect  costs.   Direct  bankruptcy  costs  specifically 
include  the  legal  and  administrative  costs  of  liquidation  or  reorganization  under 
bankruptcy  protection.   Indirect  bankruptcy  costs  result  from  economic  distortions 
associated  with  bankruptcy  or  the  threat  of  bankruptcy.   Resource  allocation  is  distorted 
because  both  creditors  and  managers  change  business  decisions  in  anticipation  of 
bankruptcy.  Creditors  attempt  to  reduce  their  losses  in  the  event  of  a  filing,  and 
managers  attempt  to  raise  the  expected  return  to  equity  by  increasing  the  firm's  risk 
because  their  downside  exposure  is  limited.   Such  distortions  may  include  the  loss  of  sales 
due  to  weakened  assurance  of  delivery,  the  inability  to  make  otherwise  profitable 
investments,  and,  in  the  case  of  a  firm  that  should  be  liquidated,  the  value  lost  from  not 
reallocating  resources-including  human  resources--to  their  most  profitable  use.  The 
magnitude  of  indirect  bankruptcy  costs  is  the  difference  in  the  value  of  the  most 
profitable  use  of  the  firm's  resources  and  the  value  of  the  firm  given  distortions 
associated  with  bankruptcy. 


'Robert  N.  Collender  is  a  financial  economist  with  the  Agriculture  and  Rural  Economy  Division, 
Economic  Research  Service,  U.S.  Department  of  Agriculture.  This  paper  has  greatly  benefited  from  the 
helpful  comments  of  many  reviewers  including  Ralph  Chite,  Phil  Harris,  Robin  Jeweller,  Steven  Turner, 
and  Nick  Walraven.   Any  remaining  errors  or  omissions  are.  of  course,  the  responsibility  of  the  author. 

'Congress  is  considering  legislation  (S.  1985  and  H.  2867)  that  would  extend  the  expiration  date  to 
October  1,  1995. 
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The  purpose  of  this  report,  then,  is  twofold.   First,  I  document  the  magnitude  of  direct 
costs  for  farmers  under  Chapter  12  bankruptcy  and  estimate  the  magnitude  of  indirect 
bankruptcy  costs  arising  from  reorganizing  farms  that  should  be  liquidated.   Second, 
some  of  the  marginal  effects  on  economic  efficiency  of  Chapter  12  compared  with 
Chapter  11,  the  most  widely  used  alternative  prior  to  passage  of  Chapter  12,  are 
estimated. 

Farm  Bankruptcy  Alternatives 

Farmers  may  file  for  bankruptcy  under  four  alternative  chapters  of  the  U.S.  Bankruptcy 
Code.  These  include  Chapter  7  (liquidation),  and  Chapters  11,  12,  and  13,  which  allow 
the  debtor  to  reorganize  a  business  under  court  protection.  Table  1  summarizes  some  of 
the  important  differences  among  the  provisions  of  the  latter  three  chapters.  These 
differences  include  eligibility,  the  definition  of  adequate  protection,  the  application  of  the 
absolute  priority  rule  (see  below),  whether  creditors  may  file  a  reorganization  or 
liquidation  plan,  the  duration  of  a  plan,  the  creation  of  a  separate  taxable  estate,  and  the 
duration  of  the  automatic  stay  against  lender  foreclosure. 

Of  the  differences  between  Chapter  12  and  other  bankruptcy  alternatives,  two  particular 
provisions  have  the  greatest  consequences  for  efficiency  in  that  they  increase  the 
incentive  to  reorganize  rather  than  liquidate  or  continue  farming  without  the  intervention 
of  the  legal  system.  The  first  change  is  the  relaxation  of  the  absolute  priority  rule,  similar 
to  Chapter  13  bankruptcy.  The  second  change  is  the  relaxation  of  the  definition  of 
adequate  protection  of  secured  creditors'  interests. 

The  absolute  priority  rule  refers  to  provisions  in  the  Bankruptcy  Code  that  determine  the 
order  in  which  each  claimant  class  is  paid  and  the  amount  each  claimant  class  receives. 
Under  Chapter  11,  the  pre-existing  bankruptcy  provision  allowing  reorganization,  any 
class  of  creditors  can  vote  to  block  a  reorganization  plan  if  that  class  does  not  receive  the 
full  value  of  its  claims  and  any  lower  priority  class  receives  any  payment  or  retains  any 
property.   Under  Chapter  12,  creditors  do  not  vote  on  the  plan  and  can  block  its 
confirmation  only  if  an  individual  creditor  will  not  receive  at  least  as  much  as  it  would 
under  Chapter  7  liquidation.  This  change  allows  the  debtor  to  retain  possession  of  farm 
assets,  while  secured  claims  are  written  down  to  the  current  market  value  of  the  security. 
The  undersecured  portion  of  each  claim  is  then  treated  equally  with  all  other  unsecured 
claims. 

Adequate  protection  relates  to  the  retention  and  use  of  collateral  by  a  debtor  during  the 
course  of  the  bankruptcy  case.   The  provisions  of  adequate  protection  are  generally 
applicable  to  Chapter  12.  The  one  variation  in  Chapter  12  is  that  adequate  protection 
can  be  provided  for  real  estate  collateral  through  payments  equal  to  market  rent. 
Because  rental  payments  for  agricultural  assets  are  considerably  lower  than  interest  costs 
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Table  1--Sunary  of  diffcrancM  anong  Chapter*  11,  12,  and  13,  U.S.  bankrt^tcy  cod* 


Differences      Chapter  11 


Chapter  12 


Chapter  13 


Eligibility 


No  specific  rule*. 


Fama  and  ranches  with  total 
debt  less  than  S1.S  million, 
at  least  80  percent  of  debt 
fron  faraing,  and  at  least  50 
percent  of  gross  incone  fron 
faming. 


Individuals  with  regular 
income  and  ixwecured  debts 
of  (ess  than  S100,000  and 
secured  debts  of  less  than 
X3SQ,000. 


Adequate         Cash  payiaents  to  offset 
protection      depreciation,  replacement 
liens,  such  other  relief  as 
will  result  in  the  creditor 
realizing  the  indiAitable 
equivalent  of  the  interest  in 
the  property  or  no  payments 
at  all  if  marlcet  values  are 
not  declining.' 


SaoK  as  Chapter  11  except  for 
real  estate.  For  real  estate, 
adequate  protection  may  be 
provided  by  payment  of  fair 
market  rent. 


Same  as  Chapter  11. 


Atsolute         Any  class  of  creditors  can 
priority       block  reorganization  plan  if 
rule  it  does  not  receive  full 

payment  and  if  a  lower 
priority  claimant  receives 
anything. 


Not  applicable. 


Not  applicable. 


Who  may         Debtors,  exclusively  for  120 
file  plan      days.  Thereafter,  creditors 
■ay  file  a  plan  for 
liquidation. 


Debtors. 


Debtors. 


Creation  of  Separate  taxable  estate 

separate  for  local.  State,  and  Federal 

taxable  income  tax  purposes  created 

estate  upon  confirmation  of  plan. 


Separate  taxable  estate 
for  local  and  State  (not 
Federal)  tax  purposes  created 
i^on  confirmation  of  plan. 


Same  as  Chapter  11. 


Time  limits: 
Plan  f i ling 


120  days  after  petition  is 
filed. 


Confirmation    60  days  after  filing  plan. 
Autcmatic  stay  Until  confirmation  of  plan. 
Plan  length     Unlimited. 


90  days  after  petition  is 
filed. 

«S  days  after  filing  plan. 

Length  of  plan. 

3  years  (up  to  S  with  court 
approval). 


15  day*  after  petition  is 
filed. 

No  specific  limit. 

Length  of  plan. 

3  years  (up  to  5  with 
court  approval). 

In  1988,  the  U.S.  Supreme  Court  ruled  that  adequate  protection  did  not  mwidate  opportinity  cost  payments 
under  Chapter  11.  The  Court  concluded  that  undersecured  creditors  are  only  entitled  to  protection  against  a 
decrease  in  the  value  of  their  collateral,  not  to  compensation  for  delay  in  exercising  their  fireclosure 
rights  (see  United  Savings  Association  of  Texas  v.  Timbers  of  Inwood  Forest  Associates). 


30 


on  their  value,  provisions  in  Chapter  12  represent  a  significant  advantage  to  the  debtor 
relative  to  previous  provisions. 

These  provisions  of  Chapter  12  reflect  the  concerns  expressed  in  the  1986  Congressional 
Conference  Committee  report  (U.S.  Congress): 

Under  current  law,  family  farmers  in  need  of  financial  rehabilitation  may 
proceed  under  either  Chapter  11  or  Chapter  13  of  the  Bankruptcy  Code.   Most 
family  farmers  have  too  much  debt  to  qualify  as  debtors  under  Chapter  13  and 
are  thus  limited  to  relief  under  Chapter  11.   Unfortunately,  family  farmers  have 
found  Chapter  11  needlessly  complicated,  unduly  time-consuming,  inordinately 
expensive  and,  in  too  many  cases,  unworkable. 

Accordingly,  this  subtitle  creates  a  new  chapter  of  the  Code-Chapter  12-to  be 
used  only  by  family  farmers.   It  is  designed  to  give  family  farmers  facing 
bankruptcy  a  fighting  chance  to  reorganize  their  debts  and  keep  their  land.    It 
offers  family  farmers  the  important  protection  from  creditors  that  bankruptcy 
provides  while,  at  the  same  time,  preventing  abuse  of  the  system  and  ensuring 
that  farm  lenders  receive  a  fair  repayment. 

This  new  chapter  is  closely  modeled  after  existing  Chapter  13.   At  the  same 
time,  however,  the  new  chapter  alters  those  provisions  that  are  inappropriate 
for  family  farmers--the  requirement  that  the  plan  be  filed  within  15  days  of  the 
petitions;  the  requirement  that  plan  payments  start  within  30  days  of  the  plan 
confirmation;  and  the  low  debt  limits  found  in  Chapter  13. 

Under  this  new  chapter  it  will  be  easier  for  family  farmers  to  confirm  a  plan  of 
reorganization. 


Previous  Estimates  of  Direct 
Banlu'uptcy  Costs 

Although  I  am  not  aware  of  any  attempts  to  document  the  magnitude  of  bankruptcy 
costs  for  production  agriculture,  several  attempts  have  been  made  to  do  so  for  other 
sectors  of  the  economy.   White  (1983)  and  Altman  (1984)  estimated  the  direct  costs  of 
financial  distress  for  large,  publicly  traded  firms  to  be  small,  not  over  3  percent  of  the 
market  value  of  the  firm.   In  a  study  of  direct  financial  distress  costs  of  20  railroad 
bankruptcies  during  1930-35,  Warner  (1977)  found  that  net  financial  distress  costs  were, 
on  average,  1  percent  of  the  market  value  of  the  firm  7  years  before  bankruptcy,  with  the 
costA'alue  ratio  increasing  as  bankruptcy  approached.   For  example,  net  costs  rose  to  2.5 
percent  of  the  market  value  of  the  firm  3  years  before  bankruptcy.    However,  Warner 
pointed  out  that  expected  costs  of  bankruptcy  are  relevant  and  estimated  these  to  be  well 
under  1  percent  of  market  value. 

Earlier  studies  of  bankruptcy  costs  focused  on  small  firms  and  individuals  and  are 
probably  more  relevant  to  the  case  of  agriculture.   Baxter  (1967)  cited  statistics  that 
indicate  the  direct  costs  of  personal  bankruptcy  range  from  roughly  20  percent  for  estates 
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over  $50,000  (in  1965  dollars)  to  26  percent  for  smaller  estates.   Stanley  and  Girth  (1971) 
estimated  direct  costs  for  bankruptcy  proceedings  (both  personal  and  business)  to  be 
between  25  and  30  percent,  depending  on  the  type  of  proceedings  involved.   These 
statistics  may  exaggerate  the  magnitude  of  direct  bankruptcy  costs  because  they  measure 
bankruptcy  costs  relative  to  the  realized  value  of  a  bankrupt  estate  rather  than  the 
market  value  of  a  continuing  business.   At  the  time  of  liquidation,  the  business  may  have 
already  sold  many  assets  and  lost  much  value. 


Estimates  of  Direct  Costs  for  Farms 
Under  Chapter  12  Bankruptcy 

Chapter  12  was  designed  to  be  less  complicated  and  less  costly  for  farm  debtors  than 
Chapter  11.   Table  2  compares  various  costs  of  Chapters  11,  12,  and  13. 


Table  2--Costs  of  various  types  of  bankruptcy 


Costs 


Chapter  11 


Chapter  12 


Chapter  13 


Ft  I ing  fee 


S500. 


X200. 


J90. 


Trustee's 

fee  '2 


15  percent  on  first  SI, 000; 
6  percent  on  amounts  greater 
than  $1,000,  but  not  more  than 
13,000;  3  percent  on  excess. 


10  percent  of  anxxjnts  not  to 
exceed  t450,000;  3  percent  on 
excess. 


10  percent. 


Professional  Employed  by  trustee.  Payment 
persons  determined  by  the  court  based 
upon  reasonable  terms  and 
conditions.  (Persons  etnployed 
may  include  attorneys, 
appraisers,  accountants,  farm 
management  experts.) 


Same  as  Chapter  11. 


Same  as  Chapter  11 . 


Debtor's 
attorney 


Payment  approved  by  the  court 
after  careful  scrutiny. 


Same  as  Chapter  1 1 . 


Same  as  Chapter  11 . 


Trustee's  fees  are  calculated  upon  all  payments  made  under  a  plan,  except  to  the  debtor,  but  including 
holders  of  secured  claims.  There  is  mjch  variation  among  courts  as  to  which  payments  are  used  as  the  t>asis 
for  fee  calculations.  Payments  to  trustees  for  salary  and  expenses  are  limited  by  the  bankruptcy  code, 
with  excess  collections  paid  either  to  the  U.S.  Trustee  System  fund  or  the  Treasury  of  the  United  States 
depending  on  whether  the  judicial  district  is  part  of  the  U.S.  Trustee  System. 


In  Chapter  11  and  12  cases, 
without  fee. 


the  debtor  in  possession  may  handle  most  of  the  duties  of  s  trustee  but 
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Table  3  presents  statistics  on  the  direct  costs  of  bankruptcy  for  farmers  who  filed  under 
Chapter  12  in  the  eastern  district  of  North  Carolina  between  November  26,  1986,  and 
November  17,  1987.  These  direct  costs  include  attorneys'  fees  and  costs,  filing  fees,  and 
trustees'  fees.   Filing  and  trustees'  fees  are  set  by  law  as  shown  in  table  2;  attorneys'  fees 
and  costs  are  tabulated  from  docket  sheets.   Average  trustees'  fees  of  $1,905  per  case 
were  calculated  as  10  percent  of  expected  administrative  expenses,  priority  claims,  and 
payments  to  unsecured  creditors.   Payments  to  secured  creditors  were  excluded  from  the 
calculation,  because  they  can  be  made  outside  the  plan  without  incurring  trustees'  fees. 
If  these  payments  were  included  in  the  calculation  of  trustees'  fees,  then  these  costs 
would  be  much  larger.   However,  if  many  debtors  receive  court  permission  to  make  plan 
payments  directly  or  fail  to  actually  make  plan  payments  at  all,  then  trustees'  fees  would 
be  lower. 

My  estimate  of  total  direct  costs  under  Chapter  12  bankruptcy  comes  to  2.9  percent  of 
the  average  asset  value.  This  estimate  is  considerably  below  previous  estimates  of  direct 
bankruptcy  costs  for  small  businesses  reported  by  Baxter,  and  Stanley  and  Girth.  There 
are  several  explanations  for  this  finding.   First,  bankruptcy  laws  have  changed 
considerably  since  the  earlier  studies  were  published.   At  least  one  impetus  for  these 
changes  was  to  reduce  the  costs  of  bankruptcy.   Second,  the  size  of  the  estates  involved 
here  (average  size  is  $235,000)  is  larger  than  in  previous  studies  even  after  adjusting  for 
inflation.   Because  many  direct  costs  of  bankruptcy  are  fairly  independent  of  estate  size, 
these  costs  decline  in  relation  to  estate  value  as  estate  value  increases.  The  percentage 
magnitude  of  this  estimate  of  direct  bankruptcy  costs  is  in  line  with  previous  estimates  of 
direct  bankruptcy  costs  for  larger  corporations  (Warner,  1977,  and  Miller,  1977). 

Note  that  roughly  equal  direct  bankruptcy  costs  as  a  percent  of  assets  is  consistent  with 
reducing  the  cost  for  bankruptcy  for  smaller  businesses.   Since  many  bankruptcy  costs  are 
fixed  regardless  of  asset  size,  the  expectation  is  for  direct  bankruptcy  costs  to  fall  as  a 
percent  of  assets  as  asset  size  increases. 


Indirect  Bankruptcy  Costs 

Indirect  bankruptcy  costs  are  particularly  difficuh  to  quantify.   Altman  attempts  to 
measure  anticipated  profits  up  to  3  years  prior  to  bankruptcy  and  attributes  any  shortfalls 
to  indirect  bankruptcy  costs.   Haugen  and  Senbet  (1988)  strongly  criticized  Altman's  work 
for  failing  to  identify  the  direction  of  causality  between  falling  profits  and  bankruptcy. 
White  used  a  simple,  two-period  model  to  derive  upper  bounds  on  costs  associated  with 
firms  that  reorganize  or  continue  in  business  when  efficiency  would  dictate  that  they  be 
liquidated.   Note  that  each  of  these  attempts  quantifies  only  a  subset  of  ex  ante 
bankruptcy  costs. 

Because  one  focus  of  this  report  is  to  determine  the  marginal  effects  of  Chapter  12 
bankruptcy  on  bankruptcy  costs,  my  approach  closely  follows  White's.   The  provisions  of 
Chapter  12  bankruptcy  give  farmowners  different  incentives  than  do  the  other  chapters 
of  bankruptcy.   In  panicular.  Chapter  12  offers  indirect  rewards  to  reorganizing  above 
those  available  under  Chapter  11.  This  difference  occurs  primarily  because  Chapter  12 


33 


W     U 

o  c  ST 

JJO 


11 


C» 


&'n 


m  ^  m 

■   *<^  «  ■ 

•f  fM    b.    I.  > 
O     •     «• 

■X  4  *«  V^  « 

«  «  aa  *« 

o  >..  a  »  • 

IM  i  ^  ** 

f  V-  U  « 

r  " 


L  5 

«  "^      «  « 

*«  IM    u    u  > 
O    •     « 

j(  <c  A*  r»  • 

c  «  a«  *« 

o  "V  ■  o>  • 

IM  £  ^  «rf 

i  •-  o  n 

r  • 


:       1 

s 

irt 

,. 

(Ni 

w 

ft 

'ST       o 

3     s 
s 


g 

m 

fc 

m 

*~ 

o  «  « 


§ 
s 


■g 

l?~ 

^ 

O     •     « 

^ 

^S^ 

o  ^   • 

^  ^ 

1 

£  —  " 

o 

1 

z 

^ 

u 

• 

u 

1 

a    ►- 

8     = 


ru  lA  o  u-> 


3       I     S 


I 


o  5 

.2  r  s. 


—  4C   •     '-'  (J 

£    o  L.   ta  N^        a 

§**>•.   M  ■>  «-  o 
9         'MO 

^      ft     i-   fNJ  O     * 

3  •^  ^    •  ^ 

i. 
g 


'-2  9' 


—    to  •- 


•;  o  (J  •-.  o> 

Si 


M     O     « 


f  15 

S  So 


—  > 


—  «    u    c    U 
*«    0»  «  —        '9  t- 

I    L.    (A    E  <-   ^^    5. 

C      •»     1-     I-  (A 

—  >o«i.3n-         w« 

U-CV4IV  ^*'Q.      -^ 

.    *-  *-  a.£  irt  u  «  y  "D    • 

O  u   —    C«0  3C2a.«  «f 

fc,  o  —  —  J^COO  *-•  - 

•—  •»-»ii**jm^t>Ut^CQ.         E 

T,     *  »  c  3  ?  ^  «  "--g  !  t  .  ■? 

3««(.«3        cOa-^cCSwc 
ut>3— 'u<^—  vi>        go        ««« 

w   S    c  «  ^    B  c  c  ,c  M    :.  c   ..   2 


I    c   o    c 

is  s' 


2 


3    0         E  — '   A 


'^fr-^.g  iS  feg  ?- 


a.  .n  4I4I4AU'—  ->«'««»'OaiC 

irKU0^3-p—  £.--—  *-     . 
I—    «33ui«l-  wM 


.  °  "  *  g 
.2  f  S  ■S  £  ■= 


u)    a*'  o  «j 

«      C     (A     U    M 
^    —    O  41 


11 -2« 

— •    td    «  "^    K 

>.83«*—   •'30£^C    — 

w  «£  —  M—5«>._. 

"Sk'Ma  —  oaao        £i.3(-iA 

i_k««|;£  —  o>OfM*«    fl«'OC 

O.V*'     3uOO^'>-«-o  ^0>S 

^    «)  — '         I-     -O  (_    «    o    ff-» 

•   «         >c<j>r>»—  *3S 

*>    u  -*    ^   -^       M     *       *;«,—  d^4(ui 

V)   c   a   4>T;f«»tn--a««   a       ^c 

2L«t        *'a.otn«tuu5--Q(_t>(A 
V  •*-    C    *>   *>  fc'C'Sa'Qffl  — 

•»T3«   —    *-03-«5i  «*.u, 

^         -"■•         -^--..^^ 


;s 


«     V    «    w 


MC>'"  3*'  OUi.u^  V 

—  StiC     'I-        4fJca;cbuMT] 
CO   •—  ^ -£«*-5^cwc 

—  ■pti   —    CCCO*'Q'^U  —    >4* 

c£*<uooao  aT}        < ■ 

'Qk'wiJf 1      -«         (fltT)*  — 

u<^         au(0«03        »--- 
il  O    3   *-  •-  ^  < 


'    9    i/t     tfl    S     f    •* 

u_Tjw— -i-coi-       >    I-  i\t  n  V 

o2LV*-S«*'-  CsiC*'  — 

O  C«'-y'J3K»^  "0«4ltJ^ 

—     .        a  560.       (-£i_^ 

2  «  -  ..  -  -  «>  o  -  o  -  ^  c  ^  5. 


i—       •"aS'^irt*^  —  5-i!o. 

trwL.£>.flu<o       ^u  wis 

0£0*'«-'-a.c       o>        oiV'Q**- 

*-*#«>«-•  UfNiO-  0.30—   w 

a.uOT      ^    .«*j«)  —  —  3 
•  >      —  otiu-i'^t^f       as  — 

**    >    •    Q.»-  -*    4(  c    c  t- 

■        Ofl.o-         «ri-o        0) 

£     O  •     M       A'      «     —       ■■     (A 


III? 

•    «    « 

3     3     3     •»  *<    i^  ^ 
J    U    U   -C    B>    t>    7 

«     .»     ^       M      «      *«      O 


'   vt 


4iw         03«^  u^5 

A'  — •    I-  ^  —    w)w 
C    O   O    a   «    « 


^'  c  g  "^  ^ 


34 


weakens  the  absolute  priority  rule  and  changes  the  definition  of  adequate  protection  of 
secured  creditors,  facilitating  writedowns  in  secured  debts  to  the  current  market  value  of 
collateral.  Thus,  the  major  marginal  effect  of  Chapter  12  is  to  encourage  both  inefficient 
farmers  who  would  otherwise  liquidate  and  efficient  farmers  who  would  otherwise 
continue  their  operations  at  greater  expense  to  invoke  the  protection  of  bankruptcy  and 
reorganize  their  businesses.  This  provision  increases  direct  bankruptcy  costs  by 
encouraging  farmers  to  file  for  bankruptcy.   It  also  increases  indirect  costs  by  increasing 
the  number  of  farmers  who  choose  to  reorganize  when  the  socially  optimal  decision 
would  be  for  them  to  liquidate. 


A  Model  of  Indirect  Costs  of 
Bankruptcy 

In  any  time  period,  a  firm  has  the  choice  of  continuing  operation,  reorganizing,  or 
liquidating.   The  economically  efficient  alternative,  that  is,  the  one  that  maximizes  the 
expected  combined  value  of  debt  and  equity,  is  not  always  chosen  by  management 
because  that  alternative  does  not  always  maximize  the  expected  value  of  equity  alone.   In 
such  cases,  conflicts  arise  between  the  interests  of  debtholders  and  equityholders.   These 
conflicts  occur  because  while  both  debtholders  and  equityholders  share  interesu  in  the 
cash  flow  generated  by  a  business,  only  equityholders  control  management  decisions. 
Since  equity  is  the  residual  claimant  to  business  cash  flows,  equity  value  can  be  increased 
by  capturing  some  of  the  cash  flow  claimed  by  debt.   In  an  uncertain  environment,  equity 
value  can  also  be  increased  by  increasing  the  riskiness  of  cash  flow  since  equity  enjoys 
the  upside  risk  while  debt  bears  much  of  the  downside  risk  because  of  limited  liability 
(see  Ross,  Westerfield,  and  Jaffe,  pp.  421-424,  for  examples). 

Table  4  indicates  that  three  types  of  conflicts  can  arise  between  debtholders  and 
equityholders  with  respect  to  the  choice  to  reorganize,  liquidate,  or  continue  business 
without  action.  The  first  two  types  of  conflict  occur  when  the  value  of  equity  is 
maximized  by  (1)  continuing  or  (2)  reorganizing  the  business,  but  the  combined  value  of 
debt  and  equity  is  maximized  in  liquidation.  This  situation  will  occur  when  the  assets  of 
the  firm  can  be  more  profitably  employed  in  another  business,  but  either  the  benefits  of 
liquidating  the  business  will  not  accrue  to  equityholders  and/or  equityholders  will  lose 
some  benefits  if  the  business  is  liquidated.  The  following  examples  illustrate  how  such 
situations  may  arise: 

(1)  If  the  business  is  liquidated,  any  tax-loss  carry-forwards  disappear.  Thus,  there 
may  be  a  tax-based  incentive  for  equity  to  choose  to  reorganize  under 
bankruptcy  protection  or  continue  operation  without  bankruptcy  protection  to 
avail  itself  of  this  tax  advantage. 

(2)  Debt  exceeds  the  value  of  business  assets,  so  equity  would  receive  nothing  on 
liquidation,  but  by  pursuing  a  high-risk  business  strategy  there  is  a  small  chance 
that  a  very  good  return  for  1  year  could  result  in  some  benefits  accruing  to 
equity.   If  the  high  return  isn't  realized,  debtholders  pay  the  additional  cost. 
This  problem  is  known  as  moral  hazard. 
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T*bL*  « — Conflicts  amons  aqulty  uid  d*bt,  and  Indirect  •fflclancy  costs 


Totsl  vslus 
(dsbt  ♦  equity) 
Bsxlmlxlns 
dsclsion 


Equlty-nazlmltlns  dsclsion 


Llquldats 


Rsorssnlzs 


Contlnus 


Llquldst* 


Rsorganlzs 


No  conflict. 


Not  appllcabls. 


Dlrsct  and  Indlrsct 
bsnkruptcy  costs 


Ho  conflict. 


Indlrsct  bankruptcy 
costs  incurrsd  but 
unsffsctad  by 
Chaptar  12. 

Not  appllcabla.'^ 


Not  appllcabls. 


Tranafsra  froo  dsbt 
to  squlty.   No  Indlrsct 
costs  Incurrsd.   Only 
dlrsct  costs  Incurrsd. 


No  conflict. 


ICooblnstlons  labslsd  not  appllcabls  will  not  occur  undsr  ths  assumptions  of  rational  aconoaic  behavior. 


The  third  type  of  conflict  is  when  the  value  of  equity  is  maximized  by  reorganizing  the 
business,  but  the  combined  value  of  debt  and  equity  is  maximized  by  simply  continuing 
operations.  This  situation  will  occur  when  the  assets  of  the  firm  are  already  in  their  most 
profitable  use,  but  equityholders  have  the  opportunity  to  shift  more  costs  onto 
debtholders  through  the  bankruptcy  process  than  equityholders  have  to  bear  in  the 
reorganization  process. 

For  purposes  of  this  paper,  an  important  difference  between  the  first  two  types  of 
conflict  situations  and  the  last  is  that  indirect  bankruptcy  costs  are  not  accrued  in  the 
latter.   Reorganizing  in  the  latter  situation  is  a  bid  by  equityholders  to  transfer  wealth 
away  from  debtholders  without  necessarily  affecting  actual  business  operations.  Such 
opportunities  arise  from  many  possible  circumstances.   Brealey  and  Myers  (p.  657)  cite 
the  following  possibilities  as  examples: 

(1)  If  the  firm's  assets  are  sold  off,  it  is  easy  to  determine  what  is  available  to  pay 
the  creditors.   However,  this  is  not  the  case  under  reorganization.   Creditors  are 
generally  paid  in  a  mixture  of  cash  and  promises  of  future  payments.   Such  a 
promise  may  not  be  worth  as  much  as  its  face  value,  but  the  bankruptcy  court 
usually  looks  at  the  face  value  of  the  promised  payments  and  may  regard  the 
bondholders  as  paid  off  in  full. 

(2)  Bankruptcies  often  take  a  long  time  before  a  plan  is  presented  to  the  court  and 
agreed  to  by  each  class  of  creditors.   Senior  claimants  may  be  prepared  to 
accept  a  smaller  payoff  as  part  of  the  price  of  getting  a  plan  accepted. 

(3)  While  a  reorganization  plan  is  being  prepared,  the  court  may  allow  additional 
borrowing.   Postpetition  creditors  have  priority  over  the  old  creditors  and  their 
debt  may  even  be  secured  by  assets  that  are  already  mortgaged  to  existing 
debtholders.  Thus,  existing  debt  may  loose  value  and  equityholders  gain 
favorable  financing  terms  on  new  borrowing. 
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Table  4  also  indicates  several  possible  conflict  situations  that  will  not  arise  involving 
instances  where  (1)  debtholders  favor  while  equityholders  oppose  reorganization  or  (2) 
equityholders  favor  while  debtholders  oppose  liquidation.   If  reorganization  is 
economically  efficient,  it  will  always  be  chosen  by  rational  equityholders  because  any 
benefits  from  reorganization  accrue  to  equityholders  rather  than  debtholders.  Therefore, 
conflicts  will  not  arise  because  creditors  want  to  reorganize  and  equityholders  want  to 
liquidate  or  continue  without  reorganizing.    If  equityholders  choose  liquidation,  this 
choice  also  will  be  economically  efficient,  because  equity  is  the  residual  claimant. 
Therefore,  conflicts  will  not  arise  because  equityholders  want  to  liquidate  and  creditors 
wish  to  continue  or  reorganize. 

If  management  makes  an  economically  inefficient  decision,  that  is,  one  that  maximizes 
the  expected  value  of  equity  but  does  not  maximize  the  expected  combined  value  of  debt 
plus  equity,  then  additional  indirect  bankruptcy  costs  may  be  imposed  on  the  economy. 
The  magnitude  of  such  costs  is  the  difference  in  total  firm  value  (debt  plus  equity) 
associated  with  the  two  alternatives. 

As  noted  above,  such  indirect  costs  occur  in  only  two  instances  (table  4): 

(1)  Equity  value  is  maximized  by  continuing  to  operate  without  bankruptcy 
protection,  but  combined  debt  and  equity  value  is  maximized  under  liquidation, 
and 

(2)  Equity  is  maximized  by  reorganizing  under  the  protection  of  bankruptcy,  but 
combined  value  of  debt  and  equity  is  maximized  under  liquidation. 

The  provisions  of  Chapter  12  have  minimal  effects  on  the  first  instance,  the  choice 
between  liquidation  and  continuation.  Therefore,  the  following  analysis  focuses  on  the 
choice  between  liquidation  and  reorganization.   White  showed  that,  under  simplifying 
assumptions,  an  upper  bound  can  be  placed  on  indirect  bankruptcy  costs.   Her  model 
and  my  modification  of  it  is  described  in  detail  in  the  appendix.   White  showed  that  this 
conflict  will  arise  only  if: 

(1)  The  expected  value  of  the  shortfall  in  payments  under  a  reorganization  plan, 
plus 

(2)  The  debt  forgiven  in  reorganization  exceeds 

(3)  The  difference  between  net  liquidation  value  of  the  business  and  net  value  of 
the  business  under  reorganization. 

The  expected  value  of  the  shortfall  in  payments  refers  to  the  extent  to  which  actual 
payments  fall  short  of  payments  promised  in  the  plan. 

Recall  that  (3)  is  the  measure  of  total  indirect  bankruptcy  costs.   However,  such  costs  are 
not  directly  observable  and  are  difficult  to  measure.  Thus,  the  beauty  of  White's  model 
is  to  establish  a  relationship  between  readily  observable  quantities,  the  expected  loss 
incurred  by  creditors  (debt  forgiven  plus  shortfalls  in  payments)  because  of 
reorganization  of  an  inefficient  business,  and  indirect  bankruptcy  costs.   The  expected 
creditor  losses  represent  the  upper  bound  on  these  costs,  which  in  turn  are  deadweight 
losses  to  the  economy.   Note  that  not  all  creditor  losses  are  deadweight  losses  to  the 
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economy,  since  the  transfer  of  wealth  among  parties  doesn't  always  change  the  use  or 
productivity  of  resources. 

This  result  was  derived  under  the  simplifying  assumption  of  riskless  secured  loans.   I 
interpret  creditor  losses  to  include  lost  opportunity  costs  allowed  under  both  Chapters  11 
and  12  reorganizations.  Therefore,  total  indirect  bankruptcy  costs  attributable  to 
bankruptcy  are  the  sum  of  the  following: 

(1)  The  present  expected  value  of  the  shortfall  in  plan  payments, 

(2)  The  debt  forgiven  in  reorganization,  and 

(3)  The  present  value  of  any  lost  opportunity  costs  on  creditors'  secured  claims. 

The  addition  of  the  last  item  apphes  only  to  cost  estimates  under  both  Chapters  11  and 
12,  although  differences  in  provisions  of  Chapter  11  and  12  bankruptcies  affect  the 
magnitude  of  opportunity  costs  creditors  must  bear. 


Estimates  of  Indirect  Bankruptcy 
Costs  Under  Chapter  12 

I  use  published  data  on  farm  bankruptcies  from  North  Carolina  and  South  Dakota  and 
White's  estimates  for  Chapter  11  bankruptcy  costs  for  all  industries.  The  North  Carolina 
data  were  collected  from  106  Chapter  12  cases  filed  at  the  Eastern  District  Federal 
Bankruptcy  Court  in  Wilson,  NC,  between  November  26,  1986,  and  November  17,  1987. 
The  South  Dakota  data  were  collected  from  72  initial  farm  Chapter  11  filings  at  Federal 
Bankruptcy  Court  in  Sioux  Falls,  SD,  fi-om  January  through  October  1985  and  from  101 
Chapter  12  cases  filed  at  Federal  Bankruptcy  Courts  in  Sioux  Falls  and  Pierre,  SD,  from 
November  1986  through  February  1988. 

Published  data  are  not  available  on  shortfalls  in  plan  payments.   White  had  the  same 
problem  with  her  data.  She  assumed  that  these  costs  would  be  captured  elsewhere  in 
her  analysis  and  chose  to  ignore  them.   I  assume  that  they  are  small  relative  to  other 
costs  because  plan  payments  are  very  small  compared  with  writedowns,  so  I  also  ignore 
this  term. 

Available  per  farm  statistics  on  the  direct  and  indirect  costs  of  bankruptcy  are  presented 
in  table  3.  Estimates  are  made  for  the  average  writedown  on  unsecured  and 
undersecured  debt  and  for  the  lost  opportunity  cost  from  changes  in  the  adequate 
protection  requirement.  Average  writedowns  total  $221,660  per  farm  in  North  Carolina 
and  $200,800  per  farm  in  South  Dakota. 

To  estimate  the  lost  opportunity  cost  on  secured  debt,  consider  that  adequate  protection 
is  usually  applied  to  the  pre-confirmation  stage  of  the  bankruptcy  case.  Although  some 
courts  may  extend  the  concept  of  adequate  protection  post-confirmation  with  respect  to 
continued  use  by  debtor  post-confirmation,  adequate  protection  is  not  the  standard  for 
payments  under  either  a  confirmed  Chapter  12  plan  or  Chapter  11  plan.  Thus,  any 
losses  would  accrue  during  the  period  between  filing  the  petition  and  confirmation  of  the' 
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plan.   As  per  table  1,  this  period  generally  extends  for  about  125  days  under  Chapter  12 
or  180  days  under  Chapter  11. 

The  value  of  the  lost  opportunity  cost  can  then  be  computed  by  assuming  that  debtors  in 
possession  under  Chapter  12  pay  creditors  the  going  rental  rate  on  farmland  in  their 
State  for  the  relevant  period  if  real  estate  values  are  declining  or  nothing  if  they  are 
stable  or  rising.   For  North  Carolina  and  South  Dakota  in  1987-88,  land  values  were 
either  stable  or  rising.   Therefore,  the  opportunity  costs  related  to  delay  in  the  exercising 
of  foreclosure  rights  for  these  States  and  years  was  the  investment  income  lost  by  secured 
lenders.    If  the  prevailing  rate  on  debt  with  similar  risk  was  14.5  percent  (Collender), 
then  the  opportunity  costs  would  be  125  days  or  4  months  interest  at  the  prevailing  rate 
times  the  value  of  collateral  at  the  time  of  filing  the  bankruptcy  petition.   The  per  farm 
value  of  these  potential  losses  on  secured  claims  is  $10,328  in  North  Carolina  and 
$11,697  in  South  Dakota. 

My  estimate  of  total  indirect  bankruptcy  costs  under  Chapter  12  is  $231,988  per  farm  in 
North  Carolina  and  $212,497  in  South  Dakota.   These  values  represent  98.4  percent  of 
average  asset  value  at  the  time  of  filing  in  North  Carolina  and  89.7  percent  in  South 
Dakota. 

White's  model  derives  the  maximum  costs  that  would  be  incurred  if  all  firms  that 
reorganize  should  have  liquidated  and  if  all  lender  losses  are  necessary  to  justify  the 
decision  by  equityholders  to  reorganize.   These  cost  estimates  will  be  an  upper  bound  on 
the  level  of  these  indirect  costs  associated  with  Chapter  12  bankruptcy  filings.   This 
estimate  is  likely  to  be  too  high  for  two  reasons.   First,  some  Chapter  12  cases  probably 
involve  only  direct  costs  and  transfers  among  equityholders  and  debtholders  without  other 
efficiency  costs  to  the  economy.   Second,  in  cases  that  do  involve  indirect  costs,  some 
lender  losses  are  probably  greater  than  the  minimum  necessary  to  economically  justify 
the  decision  by  equityholders  to  reorganize. 

The  model  is  better  suited  for  comparing  alternative  bankruptcy  provisions.   To  establish 
bounds  on  the  marginal  indirect  bankruptcy  costs  associated  with  Chapter  12,  I  estimated 
the  differences  in  costs  between  Chapter  11  reorganization  and  Chapter  12 
reorganization.   Again,  two  factors,  provisions  affecting  opportunity  costs  and  writedowns 
lenders  must  suffer,  affect  indirect  bankruptcy  costs  in  Chapter  12  compared  with 
Chapter  11. 

The  relative  magnitude  of  lost  opportunity  costs  under  Chapter  12  compared  with 
Chapter  1 1  is  indeterminant.   Lenders  receive  more  protection  for  claims  secured  by  real 
estate  under  Chapter  11  than  under  Chapter  12,  but  lose  opportunity  costs  on  their 
secured  claims  for  a  longer  period  under  Chapter  11  than  under  Chapter  12.    For  the 
specific  data  available,  these  differences  decrease  my  estimate  of  indirect  bankruptcy 
costs  under  Chapter  12  compared  with  Chapter  11  by  up  to  2.1  percent  of  asset  value  at 
time  of  filing.  The  decrease  occurs  because  of  the  longer  pre-confirmation  period  during 
which  opportunity  costs  accrue.    If  land  values  are  falling  rapidly,  lost  opportunity  costs 
could  be  higher  under  Chapter  12  because  the  adequate  protection  rule  protects  Chapter 
1 1  creditors  from  erosion  of  their  interest  in  property  after  filing  of  the  bankruptcy 
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petition,  while  Chapter  12  specifically  states  that  payment  of  fair  market  rent  is  sufficient 
to  provide  adequate  protection  if  real  estate  values  are  declining. 

Writedowns  under  Chapter  12  can  be  expected  to  be  greater  than  under  Chapter  11 
because  of  the  changes  in  the  provisions  for  the  unsecured  portion  of  secured  creditors* 
claims.   Under  section  1129(b)  of  Chapter  11,  unsecured  claims,  including  the 
undersecured  portion  of  a  secured  creditor's  claim,  are  entitled  to  absolute  priority.    If 
the  Chapter  1 1  plan  is  to  be  confirmed  under  the  "cram  down"  provisions  with  respect  to 
a  class  of  unsecured  claims,  including  the  undersecured  portion  of  a  secured  creditor's 
claim,  then  such  creditors  must  be  paid  in  full  or  no  junior  class,  including  the  debtor, 
may  receive  any  payment  or  retain  any  property  under  the  terms  of  the  plan.  This 
provision  provides  some  bargaining  power  for  all  unsecured  creditors. 

Under  Chapter  12,  creditors  are  not  provided  the  opportunity  to  vote  and  the  absolute 
priority  rule  is  not  in  effect.   The  Chapter  12  debtor  is  required  at  a  minimum  to  pay 
unsecured  claims  an  amount  not  less  than  each  unsecured  creditor  would  receive  if  the 
case  were  liquidated  under  Chapter  7.   The  same  rule  also  applies  in  Chapter  11. 
However,  in  Chapter  11,  if  unsecured  creditors  were  to  reject  such  minimal  liquidation 
pajTTient,  then  as  indicated  above,  the  plan  could  not  be  confirmed  unless  the  creditors 
are  paid  in  full  or  no  junior  class  receives  or  retains  any  payment  or  property  under  the 
plan.    In  distinction,  Chapter  12  provides  that  if  an  unsecured  creditor  objects  to  the 
plan,  the  plan  may  be  confirmed  as  long  as  the  debtor  simply  promises  to  pay  "projected 
disposable  income"  over  a  3-  to  5-year  period  for  the  payment  of  such  claims.   As  a 
practical  matter,  in  most  Chapter  12  cases  little  or  no  payment  is  made  to  unsecured 
creditors  including  any  unsecured  portion  of  a  secured  creditor's  claim.   For  example,  in 
North  Carolina,  unsecured  creditors  including  the  unsecured  portion  of  secured  creditors' 
claims  received  an  average  of  5.8  cents  on  the  dollar  for  cases  filed  between  November 
1986  and  November  1988  (Collender  and  Feitshans).   For  South  Dakota  Chapter  12 
cases,  the  corresponding  number  is  1.5  cents  on  the  dollar  (Janssen,  Peterson,  and 
Pflueger). 

The  best  basis  for  comparing  Chapters  11  and  12  (table  3)  is  with  data  from  farm 
bankruptcy  filings  in  South  Dakota.   A  second  basis  is  White's  estimates  of  Chapter  11 
costs  for  businesses  in  New  York  during  1980.   The  South  Dakota  data  lack  information 
on  direct  bankruptcy  costs.   However,  the  effect  of  Chapter  12  on  direct  bankruptcy  costs 
is  probably  minor,  especially  in  relation  to  its  effect  on  indirect  costs.   In  contrast, 
estimates  of  indirect  bankruptcy  costs  under  Chapter  1 1  range  from  52.2  percent  for 
farmers  filing  in  South  Dakota  in  1985  to  59.4  percent  for  White's  group  of  New  York 
businesses  in  1980.   Both  estimates  are  considerably  less  than  the  estimates  of  89.7  to 
98.4  percent  of  assets  for  Chapter  12. 

However,  the  comparison  can  be  improved  by  adjusting  the  South  Dakota  data  for  farm 
real  estate  value  changes  between  1985,  the  year  the  Chapter  11  data  cover,  and  1987, 
the  year  most  of  the  Chapter  12  data  cover.   During  this  period,  farm  real  estate  values 
decreased  9.6  percent.   If  farm  values  had  remained  constant,  writedowns  under  Chapter 
12  cases  might  have  been  as  much  as  $23,400  less.   Simultaneously,  the  value  of  assets 
would  have  been  $23,400  greater.  The  combined  impact  of  these  adjustments  would  be 
to  lower  my  estimate  of  total  indirect  bankruptcy  costs  under  Chapter  12  to  73.3  percent 
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of  assets  at  time  of  filing.   This  estimate  indicates  that  indirect  bankruptcy  costs  under 
Chapter  12  are  about  one-fourth  (23  percent)  greater  than  under  Chapter  11. 

The  last  column  of  table  3  shows  the  approximate  incremental  effect  of  Chapter  12  on 
bankruptcy  costs.   The  effect  is  minimal  for  direct  costs  but  in  the  neighborhood  of  11.8 
to  32.7  percent  of  asset  value  for  indirect  costs.   Of  this  total,  writedowns  account  for 
13.9  to  32.7  percentage  points,  and  changes  in  adequate  protection  rules  account  for  -2.1 
to  0  percentage  points.   It  should  be  recognized  that  the  difference  in  writedowns  and 
lost  opportunity  costs  between  Chapters  12  and  11  is  a  rough  estimate  since  the  data  are 
not  from  the  same  time  period.   In  South  Dakota,  average  per  acre  farmland  values  fell 
20  percent  from  April  1,  1985,  through  February  1,  1987  (U.S.  Department  of 
Agriculture,  Economic  Research  Service,  1992).   The  effect  of  further  declines  in  asset 
values  on  Chapter  11  reorganization  plans  is  impossible  to  gauge  without  data.   However, 
reorganizing  under  Chapter  1 1  would  probably  be  increasingly  difficult  as  losses  increase. 

Chapter  11  also  gives  creditors  the  ability  to  capture  or  recover  any  future  appreciation 
in  the  secured  assets  by  making  the  1111(b)  election.   The  ability  to  capture  or  recover 
future  appreciation  would  have  benefited  secured  creditors  in  Chapter  12  cases  filed  in 
South  Dakota  in  1987,  but  not  those  in  North  Carolina.   South  Dakota  farm  real  estate 
values  rose  an  average  of  33.9  percent  between  the  1987  calendar  year  and  the  1990 
calendar  year  (table  5).   North  Carolina  farm  real  estate  values,  however,  were  down  0.6 
percent  during  the  same  period.    While  the  effect  of  such  a  provision  would  be  to  reduce 
indirect  bankruptcy  costs,  the  magnitude  of  the  effect  is  uncertain  and  depends  on  the 
volatility  of  asset  values. 

Finally,  this  report  addresses  only  a  subset  of  indirect  cost  issues.   For  example,  the 
report  does  not  address  changes  in  operating  revenues  caused  by  declaring  or  threatening 
to  declare  bankruptcy.   These  changes  in  costs  not  explicitly  modeled  are  thought  to  be 
small  relative  to  changes  in  costs  that  are  modeled  explicitly.   The  magnitude  of  costs  per 
farm  in  such  a  case  would  be  no  greater  than  if  bankruptcy  actually  occurred.   However, 
the  aggregate  economic  costs  could  be  much  greater  if  many  farmers  benefited  from 
threatening  to  use  Chapter  12  without  actually  declaring  bankruptcy.    No  information 
concerning  reorganizations  without  bankruptcy  is  available. 


Table  5--Aver«g«  per  ecre  nominal  value  of  farm  real  eitatc  In  North  Carolina  and  South  Dakota.  1987  and 
1990 


1987 

1980 

Percent  change 
1987  to  1990 

-—Dollar.  —  - 

Percent 

l,26ll 

1.2532 

-0.6 

251. 

3*0 

33  9 

North  Carolina 
South  Dakota 

^Computed  as  the  avaraga  of  farm  real  estata  valuaa  r»:x)rtad  as  of  February  1,  1987.  and  February  1.  198 
^Computed  as  tha  avaraga  of  farm  real  estata  values  reported  ai  of  January  1.  1990.  and  January  1.  1991. 
Sourca:   Computed  frofn  USDA.  1992. 
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Expected  Bankruptcy  Costs 

Expected  bankruptcy  costs  are  important  because  rational  borrowers  will  consider  them 
in  making  their  leverage  decisions  and  because  rational  lenders  will  consider  them  in 
setting  interest  rates  and  when  deciding  to  whom  to  lend.   In  iongrun  equilibrium,  given 
constant  returns  to  scale  in  fmancial  intermediation,  creditors  will  shift  the  expected  costs 
imposed  by  bankruptcy  laws  onto  borrowers. 

The  effect  of  Chapter  12  bankruptcy  provisions  on  interest  charges  to  farm  borrowers 
can  be  estimated  by  multiplying  the  incremental  costs  of  Chapter  12  bankruptcy  over 
Chapter  11  bankruptcy  times  the  average  annualized  likelihood  of  a  bankruptcy  and  then 
dividing  by  the  average  debt/asset  ratio  of  farm  borrowers.  Of  course,  the  likelihood  that 
a  farm  will  go  bankrupt  depends  on  many  factors,  including: 

(1)  Its  financial  structure,  that  is,  how  heavily  it  depends  on  debt  financing, 

(2)  Interest  rates  and  their  variability,  and 

(3)  Profits  for  the  particular  commodities  the  farm  produces  and  their  variability. 

Explicitly  modeling  the  probability  of  bankruptcy  is  beyond  the  scope  of  this  report. 
Therefore,  some  extreme  cases  are  considered  to  infer  the  range  of  the  potential  effect 
on  interest  rates  faced  by  farm  borrowers. 

During  1987-89,  a  period  of  extraordinary  bankruptcy  activity,  9,522  farms  filed  for 
bankruptcy  under  Chapter  12.  This  number  represents  about  1  percent  of  commercial 
farms  (gross  sales  over  $100,000)  per  year  or  0.25  percent  of  all  farms  that  might  qualify 
for  Chapter  12  (calculated  as  those  farms  with  gross  sales  over  $1,000  and  reporting 
fewer  than  200  days  per  year  of  off-farm  employment)  per  year.  Thus,  each  farm  has 
between  1  chance  in  100  and  1  chance  in  400  of  going  bankrupt  in  a  given  year.  This 
condition,  coupled  with  the  estimate  of  the  bankruptcy  costs  associated  with  Chapter  12, 
yields  an  aimual  expected  cost  on  the  order  of  between  0.25  and  1.0  percent  per  year  of 
total  asset  value.  The  incremental  expected  bankruptcy  costs  associated  with  Chapter  12 
would  be  between  0.083  and  0.33  percent  per  year.   If  these  costs  were  spread  over  cill 
farm  borrowers  (who  have  an  average  debt/asset  ratio  of  32  percent),  then  interest  rates 
to  farmers  would  have  to  be  between  0.25  and  1.0  percent  higher,  in  equilibrium,  than 
they  would  have  been  in  the  absence  of  Chapter  12. 

However,  the  expected  costs  of  bankruptcy  will  not  be  evenly  distributed  among  farm 
borrowers.   Lenders  charge  higher  interest  rate  premiums  to  borrowers  who  are  in 
weaker  financial  positions  or  refuse  credit  to  borrowers  who  do  not  meet  minimum 
financial  standards.   In  addition,  the  variables  that  determine  the  likelihood  of  bankruptcy 
tend  to  be  highly  correlated.   For  example,  a  farm  with  a  high  debt  to  asset  ratio  is  also 
likely  to  be  facing  higher  interest  rates,  both  of  which  increase  the  probability  of 
bankruptcy.  Therefore,  the  impact  of  the  increased  bankruptcy  costs  imposed  by 
Chapter  12  can  be  expected  to  fall  disproportionately  on  financially  weak  or  beginning 
farmers  who  may  have  to  pay  additional  bankruptcy  risk  premiums  several  times  those 
calculated  above  or  be  forced  to  forgo  conventional  financing. 
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Conclusions 

Bankruptcy  costs  are  important  for  two  reasons.  They  represent  a  deadweight  loss  to 
society,  and  they  are  important  in  business  decisions,  including  the  borrower's  choice  of 
leverage  position  and  the  lender's  choice  of  interest  rate.   The  results  of  this  study 
indicate  that  Chapter  12  may  have  substantially  increased  bankruptcy  costs  related  to 
farm  businesses.  Although  direct  bankruptcy  costs  are  found  to  be  on  the  order  of  3 
percent,  considerably  less  than  the  20  to  30  percent  of  estate  value  found  in  early  studies 
of  small  business  and  personal  bankruptcy,  the  estimate  of  the  upper  bound  of  indirect 
costs  is  surprisingly  large  at  between  89.7  and  98.4  percent  of  farm  asset  value  at  the 
time  of  bankruptcy  filing.  A  conservative  estimate  of  the  incremental  impact  of  Chapter 
12  over  Chapter  1 1  is  that  it  raises  indirect  bankruptcy  costs  by  about  one-fourth. 

To  offset  the  costs  Chapter  12  imposes  on  creditors,  interest  rates  to  farm  borrowers  will 
have  to  be  between  0.25  and  1.0  percent  higher  on  average.   Much  higher  costs  will  be 
borne  by  financially  weaker  farm  bortowers,  either  in  the  form  of  increased  interest  or 
other  charges  or  in  their  inability  to  obtain  loans  at  any  price. 

From  an  economic  perspective,  bankruptcy  should  facilitate  reorganizations  that  increase 
the  combined  value  of  debt  plus  equity  and  discourage  reorganizations  otherwise. 
Efficiency  costs  arise  when  uneconomic  reorganizations  are  pursued.   However,  a  fairness 
issue  must  also  be  addressed.   Bigger  farms  and  businesses  can  reap  considerable 
rewards  under  Chapter  1 1,  but  the  process  is  costly  because  of  negotiating  requirements 
implicit  in  the  absolute  priority  rule.   Wage  earners  are  protected  under  Chapter  13,  but 
farmers  are  not  because  of  restrictive  debt  limits.  The  bankruptcy  code  should  ideally 
provide  equal  access  while  minimizing  efficiency  costs.   Chapter  12  improved  fairness  at 
the  price  of  an  apparently  sizable  increase  in  efficiency  costs. 

One  suggestion  for  mitigating  the  negative  efficiency  consequences  of  Chapter  12  has 
been  to  allow  secured  creditors  to  share  in  any  appreciation  of  the  property  for  the 
duration  of  the  reorganization  plan  similar  to  the  1111(b)  election  under  Chapter  11. 
The  ex  post  evidence  on  such  a  requirement  is  mixed,  although  it  would  certainly  lower 
the  incentive  for  equityholders  to  abuse  the  bankruptcy  code. 

Although  Chapter  12  has  been  cited  for  its  effectiveness  in  maintaining  family  farms,  it  is 
an  expensive  means  of  helping  a  limited  number  of  distressed  farmers  and  has  negative 
efficiency  effects  on  the  economy.  The  costs  of  Chapter  12  will  ultimately  be  borne  by 
other  high-risk  farm  borrowers,  including  beginning  farmers. 

Finally,  the  following  should  be  emphasized: 

(1)  Direct  evidence  is  limited  to  two  States  (North  Carolina  and  South  Dakota) 
where  other  researchers  have  gathered  some  basic  statistics, 

(2)  We  have  no  evidence  on  the  precise  distribution  of  costs  among  bankers,  other 
farm  bortowers,  and  other  interested  parties,  and 

(3)  We  do  not  have  evidence  on  exactly  how  interest  rates  or  other  lending 
practices  have  changed  because  of  Chapter  12. 
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Appendix-White's  ModeP 

White  assumes  a  two-period  model,  both  the  interest  rate  and  the  discount  rate  are  zero, 
and  that  secured  loans  are  riskless  because  they  are  tied  to  assets  having  market  value 
equal  to  the  amount  of  the  loan.   We  relax  the  latter  assumption  since  the  provisions  of 
Chapter  12  allow  a  writedown  in  secured  claims.  She  then  defines  the  following 
variables: 

L  =  nonstochastic  liquidation  value; 

T,  =  transaction  costs  of  liquidation; 

C  =  present  value  of  future  earnings  (free  cash  flows)  of  the  firm  if  it 

continues  business  without  reorganization; 
R  =  present  value  of  future  earnings  (free  cash  flows)  of  the  firm  if  under 

reorganization  [assume  C=R  since  no  information  is  available 

concerning  the  effect  of  bankruptcy  filing  on  future  earnings]; 
Tr  =  transaction  costs  of  reorganization; 

U,  =  principal  amounts  due  on  the  firm's  unsecured  loans  at  t=l,2; 

S  =  principal  amounts  due  on  the  firm's  secured  loans  at  t=2; 

P,  =  the  firm's  nonstochastic  earnings  in  t=l;  and 

Pj  +  g     =  the  firm's  earnings  in  t=2,  where  g  is  a  random  variable  distributed 

normally  with  mean  0  and  variance  a\g). 

Thus,  earnings  from  continuation  are  C  =  P.+Pz+g  with  expectation  E(C)  =  Pj+Pz. 

Farmowners  are  assumed  to  choose  the  state  that  maximizes  the  expected  value  of  their 
equity.   The  value  of  equity  if  liquidation  occurs  in  t=l  is 

max[L-T,-S-U,-Uj,  0]  (1) 

because  of  the  ability  to  seek  bankruptcy  protection. 

Consider  the  value  of  equity  under  reorganization.  The  firm's  unsecured  liabilities  are 
written  down  to  r,  percent  and  secured  liabilities  to  r,  percent  of  their  previous  level. 
This  may  occur  under  Chapter  12  if  the  market  value  of  collateral  is  less  than  the 
principal  amount  since  the  absolute  priority  rule  is  not  imposed  under  Chapter  12. 
Finally,  transaction  costs,  T„  are  incurred  at  t  =  1.  Since  earnings  are  assumed  to  be  the 
same  as  under  continuation,  the  firm's  outflows  in  t=l  are  T,  +  r„U,.   It  can  reorganize 
in  t=l  if  earnings,  P„  exceed  this  amount  or  if  it  can  obtain  a  new  loan.  To  secure  a 
new  loan  collateral  must  exceed  need  or  r„U,  +  T,  -  P,  <  L  -  T,  -  r.S.  The  value  of 
equity  under  reorganization  is 


pP,  +  g  -  r„U,  -  r.S  -  S"]  f(g)  dg  (2) 

where  S**  =  r„U,  +  T,  -  P„  the  amount  borrowed  in  t=l.   Equity  is  assumed  to  receive 
nothing  in  t=l.   In  t=2  it  receives  any  positive- earnings  net  of  debt  payments  as  cut  back 


^e  discussion  below  closely  follows  While,  p.  ASOff. 
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under  the  reorganization  plan,  or  nothing.  The  minimum  level  of  earnings  necessary  to 
avoid  liquidation  in  t=2  is  Pj  +  g  =  r„Uj  +  r.S  +  S**.   Let  b'  be  the  implicit  cutoff  level 
of  g. 

Ex  ante  bankruptcy  costs  are  generated  if  the  firm  chooses  reorganization  when 
liquidation  is  the  economically  efficient  choice.   From  an  economic  efficiency  viewpoint, 
the  best  use  of  the  firm's  assets  is  that  alternative  having  the  highest  value  among  the 
choices  L  -  T„  C,  or  R  -  T,.  Thus,  liquidation  is  preferred  to  reorganization  if  L  -  T,  >  R 
-  T„  but  the  farm  owner  will  choose  to  reorganize  if  (2)  >  (1).  These  two  conditions 
imply 

(L  -  T,)  -  (R  -  T,)  <  F(b')[P,  +  u,.  -  r.S  -  S"  -  r^U^]  (3) 

+  (1  -  rJ(U,  +  U,)  +  (1  -  r.)S 

where    Fib')    =    f    fig)  dg,    the  cumulative  probability  of  bankruptcy  in  t=2.'  The 

left-hand  term  is  the  loss  to  society  from  farms  staying  in  business  when  they  should  be 
liquidated.   The  first  term  on  the  right-hand  side  is  the  expected  value  of  the  shortfall  in 
payments  to  debt  after  the  cutback  specified  in  the  reorganization  plan.   The  second  and 
third  terms  are  the  amount  of  debt  forgiven  under  the  reorganization  plan.   Thus,  as 
noted  by  White,  the  expected  loss  incurred  by  debtholders  because  of  reorganization  of 
an  inefficient  business  represents  the  upper  bound  on  these  deadweight  costs. 

This  result  was  derived  under  the  simplifying  assumption  of  a  zero  interest  rate.  With  a 
nonzero  interest  rate,  discounted  present  values  would  be  substituted  for  dollar  amounts 
in  (3)  and  its  interpretation  changes  accordingly: 

[PV(L)-PV(T,)]  -  [PV(R)-PV(T,)]  <  (4) 

PV(expected  shortfall  in  plan  payments) 
-t-  PV(debt  forgiveness  and  lost  opportunity  costs) 

where  PV  indicates  present  value. 


'To  get  this  result  note     ( i  -Fib') )     =    j    fig)  dg.    Also  u^.  <  0  is  the  expected  value  of  g  given 

b' 

bankruptcy  and  u,  the  expected  value  of  g  given  no  bankruptcy.   Since  the  overall  mean  of  g  is  zero,  the 
conditional  means  are  related  by  the  expression  u,(l-F(b')|  =  Us|F(b')l. 
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